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AVAILABILITY  OF  CREDIT  TO  MINORITY- 
OWNED  SMALL  BUSINESSES 


THURSDAY,  OCTOBER  6,  1994 

House  of  Representatives, 
Subcommittee  on  Financial  Institutions 
Supervision,  Regulation  and  Deposit  Insurance, 
Committee  on  Banking,  Finance  and  Urban  Affairs, 

Washington,  DC. 

The  subcommittee  met,  pursuant  to  notice,  at  9:15  a.m.,  in  room 
2359,  Raybum  House  Office  Building,  Hon.  Stephen  L.  Neal  [chair- 
man of  the  subcommittee]  presiding. 

Present:  Chairman  Neal,  Representatives  Klein,  Barrett,  and 
McCollum. 

Also  present:  Representative  Wynn. 

Chairman  Neal.  The  subcommittee  will  come  to  order. 

Good  morning.  Today  the  Subcommittee  on  Financial  Institutions 
Supervision,  Regulation,  and  Deposit  Insurance  examines  the  issue 
of  credit  availability  to  minority  businesses.  The  subcommittee  is 
holding  this  hearing  because  of  reports  that  many  creditworthy 
minority-owned  small  businesses  are  having  difficulty  obtaining 
credit,  and  because  of  the  concerns  some  have  expressed  that  lend- 
ing discrimination  is  an  obstacle  facing  these  firms. 

At  the  outset,  let  me  commend  two  of  my  colleagues,  Mr.  Wynn 
and  Ms.  Waters,  for  their  leadership  on  this  issue.  They  have 
worked  diligently  to  push  this  issue  to  the  top  of  a  crowded  con- 
gressional agenda. 

For  some  time  now,  Congress  and  bank  regulators  have  focused 
attention  on  credit  availability  for  minority  home  buyers,  and  the 
discrimination  faced  by  such  buyers.  Today  we  turn  our  attention 
to  credit  availability  for  minority-owned  businesses. 

Although  the  Equal  Credit  Opportunity  Act  prohibits  credit  dis- 
crimination on  the  basis  of  race,  among  other  things,  and  the  Com- 
munity Reinvestment  Act  encourages  financial  institutions  to  help 
meet  the  needs  of  the  entire  local  community  in  which  they  are 
chartered,  including  low-  and  moderate-income  neighborhoods,  we 
all  know  that  discrimination  still  occurs,  and  that  not  all  deserving 
credit  applicants  receive  credit. 

In  contrast  to  mortgage  lending,  for  which  we  have  data  avail- 
able through  the  disclosure  requirements  of  the  Home  Mortgage 
Disclosure  Act,  we  have  little  data  available  to  evaluate  the  avail- 
ability of  credit  to  minority-owned  businesses.  However,  anecdotal 
evidence  shows  that  many  creditworthy  minority  businesses  are 
unable  to  obtain  the  capital  necessary  for  their  businesses  to  grow 
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and  prosper.  Some  of  the  witnesses  here  today  will  testify  to  this 
effect. 

Toda/s  hearing  will  examine  the  status  of  credit  availability  to 
minority-owned  businesses,  the  specific  problems  faced  by  minority 
business  people  in  obtaining  credit,  and  the  actions  taken  by  regu- 
lators, bankers,  and  minority  business  people  to  remedy  these 
problems  and  improve  credit  availability  to  such  businesses.  Spe- 
cifically, we  will  examine  the  various  proposals  such  as  H.R.  918, 
introduced  by  Mr.  Wynn;  H.R.  1700,  introduced  by  Ms.  Waters;  and 
the  Community  Reinvestment  Act  proposal  recently  unveiled  by 
the  Federal  regulators. 

Our  first  panel  consists  of  the  Honorable  John  P.  La  Ware,  Board 
of  Governors,  Federal  Reserve  System;  the  Honorable  Andrew  C. 
Hove,  Jr.,  Acting  Chairman,  Federal  Deposit  Insurance  Corpora- 
tion; the  Honorable  Jonathan  L.  Fiechter,  Acting  Director,  Office  of 
Thrift  Supervision;  and  Stephen  Steinbrink,  Senior  Deputy  Comp- 
troller for  Bank  Supervision  Operations,  Office  of  the  Comptroller 
of  the  Currency,  substituting  for  Susan  F.  Krause. 

Our  second  panel  includes  Ms.  Toni  Hawkins,  executive  director 
of  the  National  Black  Business  Council,  Silver  Spring,  Maryland; 
Mr.  Harrison  Boyd,  of  HB  Associates,  Clinton,  Maryland;  Mr.  Deric 
Mims,  vice  president  of  Crestar  Bank,  Washington,  DC,  and  Mr. 
Wayne  Smith,  chairperson,  the  Black  Urban  Alliance:  African 
American  Chamber  of  Commerce  of  New  Jersey. 

I  would  like  to  welcome  all  of  you  here  today.  I  look  forward  to 
your  testimony.  But  first,  let  me  ask  if  other  members  of  the  sub- 
committee wish  to  say  a  few  words. 

Mr.  Wynn. 

[The  prepared  statement  of  Mr.  Neal  can  be  found  in  the 
appendix.] 

Mr.  Wynn.  Thank  you,  Mr.  Chairman,  for  calling  this  hearing  to 
examine  the  availability  of  credit  to  minority-owned  small  busi- 
nesses and  to  look  at  legislation  that  I  have  introduced,  H.R.  918, 
that  would  require  financial  institutions  to  disclose  the  number  and 
amount  of  small  business  loans  they  make. 

It  is  somewhat  ironic  that  this  was  the  first  piece  of  legislation 
that  I  introduced  when  I  came  to  Congress  and  it  is  probably  the 
last  bill  that  this  subcommittee  will  consider  in  the  103d  Congress. 
Nevertheless,  Mr.  Chairman,  I  want  to  thank  you  for  your  out- 
standing work  during  this  Congress  in  working  with  me  and  my 
colleagues  that  have  shared  with  you  concerns  similar  to  those  that 
we  will  address  in  this  subcommittee  today. 

The  idea  of  small  business  lending  disclosure  is  not  new  to  our 
panelists  nor  to  this  subcommittee.  It  has  come  before  this  sub- 
committee in  one  form  or  another  for  many  years.  During  the 
years,  I  and  my  colleagues  have  heard  several  arguments  why  this 
type  of  data  should  not  be  collected,  the  primary  argument  being 
that  it  is  too  burdensome  to  the  banking  industry. 

I  am  here  to  tell  you,  Mr.  Chairman,  that  it  is  not  my  intent  to 
create  additional  paperwork  for  bankers.  It  is  my  hope  that  bank- 
ers will  spend  their  time  making  loans,  not  having  to  respond  to 
another  piece  of  paper  generated  by  Congress. 

On  the  other  hand,  Mr.  Chairman,  when  potential  creditworthy 
minority  small  business  owners  throughout  the  country  are  saying 


that  they  are  being  rejected  for  small  businesses  loans  for  no  ap- 
parent reason,  I  believe  this  subcommittee  must  act. 

We  have  models,  such  as  the  Home  Mortgage  Disclosure  Act, 
that  have  shown  that  when  this  type  of  data  is  collected,  we  get 
to  the  root  of  the  problem,  HMDA  data,  and  data  similar  to  this, 
have  shown  that  patterns  of  denial  based  on  geography  and  ethnic 
background,  unfortunately,  dictate  lending  in  the  housing  market. 
I  know  that  similar  patterns  exist  in  small  business  lending.  Unfor- 
tunately, the  small  business  community  does  not  have  the  tools 
necessary  to  bring  this  information  to  light. 

I  believe  it  is  time  that  we  stop  giving  anecdotal  figures  on  small 
business  lending  and  begin  to  have  banks  disclose  this  information 
so  the  public  will  have  an  opportunity  to  recite  correct  data  and  de- 
cide which  financial  institutions  are  best  serving  their  needs. 

I  am  pleased  that  the  Federal  banking  regulators  are  moving  in 
the  direction  of  disclosing  more  information  on  small  business  lend- 
ing under  their  revised  Community  Reinvestment  Act  proposal. 
While  I  am  not  completely  satisfied  with  the  amount  of  data  that 
will  be  made  available  to  the  public,  I  believe  we  are  moving  in  the 
right  direction. 

I  look  forward  to  working  with  our  panelists  today  to  ensure  that 
worthwhile  data  is  collected  so  that  we  may  get  to  the  heart  of  the 
problem  surrounding  small  business  lending. 

[The  prepared  statement  of  Mr.  Wynn  can  be  found  in  the 
appendix.] 

Chairman  Neal.  We  welcome  our  first  panel, 

Mr.  LaWare. 

STATEMENT  OF  JOHN  P.  LaWARE,  BOARD  OF  GOVERNORS, 
FEDERAL  RESERVE  SYSTEM 

Mr.  LaWare.  Mr.  Chairman,  I  am  here  to  discuss  the  availability 
of  credit  to  small  and  minority-owned  businesses  and  to  comment 
on  the  data  collection  proposed  in  H.R,  918. 

In  1987,  the  latest  year  for  which  data  are  available,  it  is  esti- 
mated that  there  were  1.2  million  minority-owned  businesses  and 
over  4  million  women-owned  businesses.  The  specific  focus  of  this 
hearing  is  on  the  availability  of  credit  to  minority-owned  busi- 
nesses and  concerns  that  lending  discrimination  is  one  of  the  obsta- 
cles. The  Subcommittee  is  interested  in  exploring  the  extent  to 
which  H.R,  918  and  other  proposals  may  provide  a  productive 
means  for  addressing  theses  issues. 

We  can  all  agree  about  the  importance  of  ensuring  that  race  and 
other  protected  characteristics  play  no  role  in  the  credit  process  for 
small  businesses.  Discrimination  in  credit  decisions  has  no  place  in 
our  financial  system.  We  have  taken  steps  to  deal  decisively  with 
this  problem  and  to  ensure  our  ability  to  detect  noncompliance.  For 
example,  we  have  been  aggressive  in  communicating  our  expecta- 
tions on  equal  credit  opportunity  to  senior  management  of  financial 
institutions,  have  augmented  our  examination  procedures,  and 
have  strengthened  examiner  training.  But  the  effort  is  not  over, 
and  we  will  continue  to  search  for  ways  to  ensure  that  markets  op- 
erate fairly  for  all. 

At  the  outset,  we  have  to  recognize  that  the  "small  business"  sec- 
tor is  an  amorphous  concept.  The  community  of  small  businesses 


comprises  diverse  enterprises,  with  very  different  financing  needs, 
management  skills,  and  economic  prospects. 

Recognition  of  the  need  to  better  understand  these  differences 
prompted  the  Federal  Reserve,  with  support  from  the  Small  Busi- 
ness Administration,  to  undertake  this  year  its  second  major  sur- 
vey of  small  business  financing  to  provide  extensive  information  on 
characteristics  of  small  business  firms  and  their  owners,  on  their 
income  flows  and  balance  sheets,  and  on  their  recent  borrowing  ex- 
periences, including  credit  sources,  recent  loan  applications,  credit 
history,  and  the  owner's  view  of  credit  conditions.  Six  thousand 
businesses,  including  1,200  minority-owned  businesses  will  be  sur- 
veyed. The  survey  data  should  shed  light  on  any  special  needs  for, 
or  impediments  to,  financing  of  minority  businesses. 

The  subcommittee  also  should  take  note  of  the  interagency  pro- 
posal published  just  last  week  to  amend  the  regulations  imple- 
menting the  Community  Reinvestment  Act  [CRA].  Under  the  CRA 
proposal,  information  would  be  provided  on  the  location  of  the  busi- 
ness or  farm  (including  the  MSA,  state,  county,  and  census  tract) 
and  whether  the  business'  gross  annual  revenues  are  $1  million  or 
less. 

The  agencies  have  also  proposed  for  comment  a  provision  that 
would  require  lenders  to  ask  (in  connection  with  written  applica- 
tions, and  for  all  loans  made)  about  the  race  and  gender  of  the 
ownership  of  small  businesses  and  small  farms.  Institutions  would 
report  the  number  and  dollar  amount  of  loans  made  to  small  busi- 
nesses or  small  farms  owned  by  minorities  or  women. 

Mr.  Chairman,  the  Federal  Reserve  is  absolutely  committed  to 
eliminating  discrimination,  but  I  must  tell  you  that  some  Board 
members  have  concerns  about  requiring  lenders  to  ask  for  and 
maintain  information  on  the  race  of  business  customers.  They  be- 
lieve the  CRA  proposal  risks  introducing  noneconomic  factors  into 
the  credit  granting  process.  Regulation  B  (which  implements  the 
Equal  Credit  Opportunity  Act)  restricts  a  creditor's  ability  to  in- 
quire about  the  race,  color,  religion,  national  origin,  sex,  or  marital 
status  of  an  applicant,  and  has  done  so  since  1976.  In  essence,  the 
regulation  encourages  a  color-blind,  gender-neutral  approach  in 
credit  transactions  by  restricting  the  collection  of  information  that 
is  unrelated  to  evaluating  creditworthiness.  The  one  exception  re- 
lates to  home  mortgages,  where  lenders  are  required  to  collect  race 
or  national  origin  for  loans  to  purchase  one-  to  four-family  dwell- 
ings. The  regulation  also  permits  lenders  to  obtain  the  information 
to  comply  with  other  statutory  requirements,  such  as  HMDA  or 
other  Federal  or  State  requirements.  The  CRA  provision  for  collect- 
ing race  and  gender  is  part  of  the  package  that  we  have  published 
for  comment. 

Under  the  proposed  regulation,  institutions  required  to  collect 
these  data  under  CRA  would  make  the  following  information  avail- 
able to  the  public:  (1)  The  number  and  amount  of  the  institution's 
small  business  and  small  farm  loans  located  in  low-,  moderate-, 
middle-,  and  upper-income  census  tracts;  (2)  the  number  and 
amount  of  the  institution's  small  business  and  small  farm  loans  lo- 
cated inside  and  outside  the  bank's  service  area;  (3)  the  number 
and  amount  of  such  loans  made  to  minority-  and  women-owned 
businesses;  (4)  the  number  and  amount  of  such  loans  to  small  busi- 


nesses  and  small  farms  with  annual  revenues  $1  million  or  less; 
and  (5)  a  list  of  the  census  tracts  where  the  bank  had  outstanding 
at  least  one  small  business  or  small  farm  loan.  Those  statistics  ap- 
pear quite  similar  to  the  reporting  requirements  in  H.R.  918.  In- 
deed, the  bill's  requirements  likely  would  be  somewhat  redundant 
and  confusing  if  imposed  in  addition  to  the  CRA  requirements. 

The  outcome  of  the  CRA  proposal  will  not  be  decided  until  the 
agencies  have  a  chance  to  review  and  react  to  the  comments  re- 
ceived in  the  next  45  days,  but  I  will  touch  on  some  of  the  pros  and 
cons  involved  in  collecting  such  statistics  this  morning. 

The  CRA  data  could  prove  useful  to  the  regulatory  agencies  in 
evaluating  a  lender's  small  business  lending — to  help  determine  if 
the  lender  is  serving  the  entire  community.  The  data  also  could  be 
beneficial  to  institutions  by  enabling  them  to  measure  how  success- 
ful their  small  business  lending  is,  particularly  if  they  have  set  up 
special  programs  to  better  serve  women-  or  minority-owned  busi- 
nesses. Such  data  could  also  provide  a  red  flag  to  the  agencies  sug- 
gesting closer  scrutiny  of  an  institution's  efforts  to  comply  with  the 
Equal  Credit  Opportunity  Act  [ECOA]. 

It  is  highly  unlikely,  however,  that  these  data  could  be  used  to 
prove  discrimination.  Just  as  the  data  collected  under  the  Home 
Mortgage  Disclosure  Act  alone  cannot  be  used  to  determine  if  an 
institution  is  treating  all  applicants  fairly,  the  same  would  be  true 
of  data  for  small  businesses.  Inevitably,  the  fairness  of  a  bank's 
lending  decision  must  be  addressed  on  a  loan-by-loan  basis  and  in 
light  of  information  in  the  loan  files  and  the  bank's  lending  poli- 
cies. This  is  where  our  compliance  examinations  come  in. 

The  necessity  of  going  to  the  loan  files  to  make  any  determina- 
tions about  fairness  and  compliance  with  the  law  is  confirmed  by 
our  experience  with  the  HMDA  data.  Our  fair  lending  reviews  indi- 
cate that  observed  differences  in  denial  rates,  as  reflected  in 
HMDA  data,  frequently  are  explained  by  differences  in  underlying 
economic  circumstances  of  the  borrower  or  loan  contract. 

I  certainly  do  not  wish  to  imply  that  the  HMDA  data  have  not 
served  a  useful  purpose.  Analysis  of  these  statistics  has  stimulated 
lenders  and  regulators  to  take  a  closer  look  at  existing  policies  and 
practices  and  to  seek  ways  to  ensure  that  the  administration  of 
lending  programs  not  lead  to  unintentional  discrimination. 

The  HMDA  experience,  however,  may  not  be  entirely  relevant. 
The  process  of  obtaining  a  small  business  loan  differs  in  key  re- 
spects from  that  involved  in  obtaining  a  mortgage  loan.  For  exam- 
ple, a  business  may  not  file  a  loan  application  at  all  or  not  until 
several  meetings  between  the  loan  officer  and  the  small  business 
have  established  that  a  loan  will  be  approved.  Thus,  evaluation  of 
loan  denials  based  on  written  application  may  be  misleading. 

In  addition,  evaluating  the  risk  and  expected  return  of  a  small 
business  loan  is  far  more  subjective  than  for  mortgage  lending.  In 
the  case  of  mortgages,  there  are  well  established  and  widely  fol- 
lowed underwriting  guidelines  for  reviewing  creditworthiness,  often 
dictated  by  a  very  active  and  important  secondary  market.  Lenders 
nearly  always  require  written  application  with  fully  documented  fi- 
nancial and  employment  information.  These  files  provide  the  basis 
for  assessing  differences  in  treatment.  In  contrast,  the  factors  con- 
sidered in  credit  assessments  of  small  business  loans  vary  widely 


and  involve  judgment  regarding  the  future  cash  flow  potential  of 
the  enterprise  and  the  skill  of  management.  In  light  of  this,  it  is 
not  clear  how  far  aggregate  data  about  business  loans  by  size  and 
race  characteristics  of  borrower  will  take  us  in  efforts  to  ensure 
that  fair  lending  practices  are  being  pursued. 

What  does  this  all  mean  for  the  need  for  additional  legislation  to 
spur  data  collection,  such  as  proposed  in  H.R.  918  or  in  the  CRA 
review  process?  What  information  is  needed  to  accomplish  our 
task?  What  data  are  feasible  to  collect? 

There  is  no  general  agreement  on  the  answers  to  these  questions. 
As  discussed  in  my  testimony,  there  is  much  uncertainty  about  the 
adequacy,  and  concerns  about  the  appropriateness,  or  collecting 
data  on  the  race  of  business  borrowers.  Aggregate  data  on  small 
business  and  minority  loans  may  not  prove  particularly  useful  in 
efforts  to  uncover  discriminatory  practices  because  such  measures 
provide  no  insight  into  the  fundamentals  that  underlie  the  loan  de- 
cision. Such  measures  may  be  useful  in  assessing  the  community 
involvement  of  lending  institutions  or  other  indicators.  The  com- 
ments that  we  receive  on  the  CRA  proposal  may  raise  other  ques- 
tions or  may  provide  insight  into  alternative  means  of  gathering 
useful  information.  They  may  also  confirm  the  wisdom  of  proceed- 
ing. We  will  weigh  the  comments  carefully. 

In  the  meantime,  I  would  note  that  the  proposed  data  collection 
in  the  CRA  seems  to  closely  approximate  the  general  requirements 
in  H.R.  918 — albeit  details  on  size  breakdowns  are  somewhat  dif- 
ferent. Individual  loans  reported  for  CRA  could  be  aggregated  to 
produce  the  type  of  measures  anticipated  in  the  bill.  To  the  extent 
that  definitions  of  loans  and  size  categories  are  different  in  the  leg- 
islation, it  likely  would  impose  an  unnecessary  and  confusing  addi- 
tional burden  on  banks.  At  a  minimum  we  would  suggest  that  the 
Congress  defer  consideration  of  additional  data  collection  pending 
the  outcome  of  the  CRA  review. 

I  would  be  pleased  to  answer  any  questions  the  subcommittee 
may  have. 

[The  prepared  statement  of  Mr.  LaWare  can  be  found  in  the 
appendix.] 

Chairman  Neal.  Thank  you,  Mr.  LaWare. 

Mr.  Hove. 

STATEMENT  OF  ANDREW  C.  HOVE,  JR.,  ACTING  CHAIRMAN, 
FEDERAL  DEPOSIT  INSURANCE  CORPORATION 

Mr.  Hove.  Good  morning,  Mr.  Chairman  and  members  of  the 
Subcommittee.  I  welcome  this  opportunity  to  testify  on  behalf  of 
the  Federal  Deposit  Insurance  Corporation  [FDIC]  on  the  availabil- 
ity of  credit  to  minority-owned  small  businesses.  Small  businesses 
play  an  essential  role  in  the  economic  viability  of  local  commu- 
nities. Since  small  businesses  have  very  limited  or  no  access  to 
public  credit  markets,  it  is  critically  important  that  these  entities, 
especially  minority-owned  small  businesses,  have  adequate  access 
to  bank  credit  on  reasonable  terms  and  conditions. 

For  the  first  time,  in  June  1993,  we  collected  Call  Report  data 
from  commercial  banks  for  commercial,  industrial,  and  commercial 
real  estate  loans  under  $1  million  and  for  loans  under  $500,000 
that  are  secured  by  farmland  and  agricultural  production.  Call  re- 


port  data  for  commercial  banks  show  these  loans  together  totaled 
$346.2  billion  at  mid-year  1993,  and  $347.7  billion  at  mid-year 
1994. 

While  it  appears  that  the  numbers  have  not  increased — please 
keep  in  mind  that  in  1994,  the  scope  of  loans  reported  was  nar- 
rowed and  we  believe  the  number  is  underestimated.  For  example, 
banks  were  instructed  to  treat  multiple  loans  to  one  borrower  as 
a  single  loan — this  may  have  caused  some  loans  to  exceed  the 
threshold  values  for  reporting  on  the  small  business  loan  schedule. 

The  availability  of  credit  and  related  issues  have  been  addressed 
over  the  last  several  years  in  a  number  of  policy  initiatives  on  the 
part  of  the  FDIC,  the  other  regulators  and  the  Administration. 

In  December  1993,  the  Federal  banking  agencies  proposed 
sweeping  revision  to  the  regulations  implementing  the  Community 
Reinvestment  Act  [CRA].  The  proposed  CRA  rulemaking  sub- 
stituted a  more  performance-based  evaluation  system  for  the  12  as- 
sessment factors  in  the  existing  CRA  regulations.  Under  the  pro- 
posal, a  financial  institution  would  not  be  assessed  on  its  methods 
for  determining  community  credit  needs,  or  on  its  efforts  to  meet 
community  credit  needs.  Rather,  the  agencies  would  evaluate  an 
institution  based  on  the  results  of  those  activities,  that  is,  actual 
lending,  service,  and  investment  performance. 

Collectively,  the  agencies  received  over  6,700  comment  letters  on 
the  December  proposal.  Most  of  the  comments  expressed  support 
for  developing  more  objective,  performance-based  assessment 
standards  that  would  minimize  burden  while  encouraging  improved 
performance.  However,  many  respondents  expressed  concern  over 
some  aspect  of  the  December  proposal.  Accordingly,  the  agencies 
have  revised  the  proposal  to  take  into  account  the  comments  re- 
ceived. The  revised  proposal  will  be  published  in  tomorrow's  Fed- 
eral Register  and  comments  will  be  accepted  until  November  1994. 

With  respect  to  Representative  Wynn's  legislation,  certain  provi- 
sions of  H.R.  918  parallel  some  of  the  small  business  loan  data 
collection  components  of  the  agencies'  efforts  to  reform  the  CRA 
regulations.  It  seems  appropriate  to  consider  H.R.  918  within  the 
context  of  those  efforts. 

The  original  CRA  proposal  would  have  required  institutions  that 
were  not  eligible  for  a  streamlined  CRA  assessment  to  collect  and 
report  to  the  agencies  the  following  data;  geographic  distribution  of 
written  applications,  application  denials,  originations  and  pur- 
chases for  small  business  and  small  farm  loans,  as  well  as  home 
mortgage  and  consumer  loans.  As  proposed,  institutions  would  sep- 
arate small  business  loans  into  four  categories  based  on  the  sales 
volume  of  the  business. 

In  the  revised  proposal,  the  agencies  streamlined  the  data  collec- 
tion requirements  to  reduce  burden,  thus  balancing  the  need  for 
more  objective  data  with  the  goal  of  reducing  regulatory  burden. 
For  example,  the  revised  proposal  simplifies  the  definitions  of  small 
business  and  small  farm  loans.  Under  the  proposal,  data  would  be 
collected  by  loan  size  as  presently  required  on  Call  Reports  and 
TFRs.  The  Federal  Reserve  Board's  1989  National  Survey  of  Small 
Business  Finances  indicates  that,  although  the  relationship  be- 
tween loan  size  and  business  size  is  not  precise,  evidence  suggests 
that  there  is  a  strong  positive  correlation.  Moreover,  the  data  col- 
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lected  would  indicate  whether  the  business  has  gross  revenues 
over,  or  under,  $1  milHon  and  would  serve  as  a  check  on  the  valid- 
ity of  using  loan  size  as  a  proxy  for  business  size. 

In  addition,  the  aggregate  small  business  and  small  farm  loan 
annual  figures  on  the  institutions's  Call  Report  or  TFR  would  in- 
clude: The  outstanding  loans  as  of  year  end;  the  location  of  the 
business  or  farm,  or  the  location  where  the  proceeds  would  be  ap- 
plied; an  indication  of  whether  the  borrower  has  annual  revenues 
of  less  than  or  equal  to  $1  million;  and  an  indication  of  whether 
the  borrower  is  more  than  50  percent  owned  by  one  or  more  minor- 
ity individuals  or  women. 

H.R.  918  proposes  public  disclosure  of  aggregated  information  on 
small  business  loan  applications  somewhat  similar  to  the  treatment 
of  HMDA  data.  However,  under  the  revised  CRA  proposal,  the 
summary  information  for  individual  institutions  would  be  publicly 
available  per  institution  as  part  of  each  institution's  public  CRA 
file. 

Some  of  the  comments  on  the  original  proposal  criticized  the  fail- 
ure of  the  agencies  to  require  the  collection  of  gender  and  race 
data — particularly  for  small  business  loans — to  enable  both  lenders 
and  the  agencies  to  identify  possible  illegal  lending  discrimination. 
To  address  this  interest,  the  agencies  revised  the  original  proposal 
to  require  institutions  to  request  that  an  applicant  or  borrower  in- 
dicate the  percentage  of  the  business  or  farm  owned  by  gender  as 
well  as  the  percentages  owned  by  members  of  different  racial  and 
ethnic  categories.  The  information  is  required  to  be  requested  for 
all  small  business  or  small  farm  loans  originated. 

In  conclusion,  the  FDIC  is  very  mindful  of  our  responsibility  to 
promote  fair  and  equal  opportunity  for  all  creditworthy  borrowers 
to  have  access  to  adequate  credit  at  reasonable  terms.  We  believe 
it  is  our  duty  to  help  financial  institutions  meet  the  credit  needs 
of  their  entire  communities,  including  the  credit  needs  of  minority- 
owned  small  businesses,  consistent  with  safe  and  sound  lending 
principles.  We  believe  the  revised  CRA  proposal  is  consistent  with 
these  objectives. 

The  regulatory  agencies  are  in  the  process  of  soliciting  comments 
on  the  revised  Cl€\  data  collection  and  reporting  requirements. 
The  input  we  receive  will  be  useful  in  balancing  regulatory  burden 
with  the  need  for  adequate  information  to  enable  an  objective  eval- 
uation of  an  institution's  performance  in  meeting  the  credit  needs 
of  its  community — including  minority  and  small  business  lending. 
The  FDIC  believes  that  the  data  collection  provisions  of  the  pro- 
posed CRA  regulation  will  help  address  concern  regarding  access  to 
credit  and  help  attain  the  goals  of  H.R.  918. 

I  would  be  pleased  to  answer  any  questions  the  subcommittee 
may  have. 

[The  prepared  statement  of  Mr.  Hove  can  be  found  in  the 
appendix.] 

Chairman  Neal.  Thank  you,  Mr.  Hove. 

Mr.  Fiechter. 


STATEMENT  OF  JONATHAN  L.  FIECHTER,  ACTING  DIRECTOR, 
OFFICE  OF  THRIFT  SUPERVISION 

Mr,  FlECHTER.  Mr.  Chairman  and  members  of  the  subcommittee, 
thank  you  for  the  invitation  to  testify  today.  In  the  interest  of  time, 
I  will  summarize  my  testimony. 

Before  I  begin,  I  would  like  to  take  this  opportunity  to  wish  you 
well  as  you  reenter  private  life  and  to  thank  you  for  your  leader- 
ship and  service  on  this  subcommittee.  I  have  appreciated  your 
support. 

I  applaud  your  decision  to  hold  this  important  hearing.  The  flow 
of  credit  to  underserved  segments  of  our  economy  on  a  nondiscrim- 
inatory basis  is  essential  to  this  Nation's  financial  health  and 
vibrancy. 

The  primary  focus  of  the  thrift  industry  is  extending  housing  re- 
lated and  consumer  credit.  This  has  been  the  historical  mission  of 
the  industry,  which  was  reaffirmed  recently  in  FIRREA. 

The  typical  thrift  institution,  therefore,  is  not  a  major  lender  to 
commercial  businesses.  This  is  due,  in  part,  to  statutory  con- 
straints. Thrifts  are  limited  by  law  to  having  no  more  than  10  per- 
cent of  their  assets  in  business  loans.  Thrift  institutions  wishing  to 
become  more  active  business  lenders  are  required  to  give  up  their 
thrift  charter. 

We  are,  nonetheless,  well  aware  of  concerns  that  there  are  unmet 
credit  needs  in  this  Nation,  particularly  to  small  businesses.  The 
OTS  supports  several  initiatives  that  we  believe  will  enable  thrift 
institutions  to  help  meet  these  needs. 

First,  some  thrifts  have  indicated  the  10  percent  asset  limitation 
on  commercial  loans  acts  as  a  disincentive  to  make  business  loans. 
From  their  perspective,  this  limit  on  commercial  lending  makes  it 
uneconomical  to  invest  in  the  staffing  and  other  resources  required 
to  be  successful  commercial  lenders. 

We  believe  that  consideration  should  be  given  to  a  modest  expan- 
sion of  the  commercial  lending  authority  of  thrifts. 

Also,  as  you  know,  the  four  banking  agencies  are  working  to  re- 
vise the  regulations  that  implement  the  CRA.  Our  goal  is  to  im- 
prove the  effectiveness  and  efficiency  of  our  CRA  regulation  and  to 
provide  institutions  with  a  better  understanding  of  what  is  ex- 
pected of  them  and  how  we  will  assess  their  performance. 

One  important  provision  of  the  revised  proposal,  which  is  rel- 
evant to  today's  hearing,  is  the  requirement  that  larger  banks  and 
thrifts  collect  race  and  gender  data  on  small  business  and  small 
farm  loans  and  report  it  to  their  regulatory  agency. 

In  addition,  it  is  proposed  that  these  depository  institutions  col- 
lect race  and  gender  information  on  written  applications,  even  if 
the  loan  is  not  ultimately  made.  The  application-specific  informa- 
tion would  not  be  reported  to  the  agencies,  but  would  be  made 
available  for  use  by  examiners. 

Proponents  believe  that  the  collection  of  these  data  will  enhance 
the  ability  of  the  agencies  to  detect  lending  discrimination  and  will 
support  the  fair  lending  component  of  the  CRA  assessment. 

Mr.  Chairman,  in  many  respects,  H.R.  918,  the  Small  Business 
Lending  Disclosure  Act,  introduced  by  Congressman  Wynn,  par- 
allels the  provision  of  our  proposed  CRA  rule  regarding  the  collec- 
tion of  race  data  for  small  business  and  farm  loans. 
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This  bill  is  consistent  with  our  objectives  in  proposing  the  collec- 
tion of  race  and  gender  data  on  small  business  and  small  farm 
loans.  We  also  believe,  however,  that  the  collection  of  this  informa- 
tion raises  at  least  three  significant  issues. 

First,  the  Equal  Credit  Opportunity  Act  prohibits  the  collection 
of  race  and  gender  information,  except  in  certain  limited  cir- 
cumstances. An  institution  may  collect  race  or  gender  information 
if  it  is  required  in  connection  with  a  monitoring  program  mandated 
by  an  agency  charged  with  enforcement  of  the  Equal  Credit  Oppor- 
tunity Act. 

The  only  current  exception  to  regulation  B  relates  to  applications 
for  residential  real  estate-related  credit  that  is  subject  to  collection 
under  HMDA.  This  prohibition  exists  to  help  assure  that  lenders 
do  not  take  improper  factors  into  account  in  their  lending  decisions. 

Thus,  with  the  proposed  mandatory  collection  of  these  data  on 
small  business  and  small  farm  loans  by  banks  and  thrifts  as  part 
of  our  revised  CRA  rule,  we  have  overridden  the  prohibition  in  reg- 
ulation B  against  collecting  it.  We  recognize  that  our  proposal  re- 
verses a  policy  that  has  been  in  place  for  many  years. 

In  our  CRA  deliberations,  the  question  was  raised  whether  this 
proposed  reversal  of  policy  is  consistent  with  congressional  intent. 
I,  therefore,  welcome  this  subcommittee's  decision  to  hold  hearings 
on  this  important  topic. 

We  certainly  recognize  the  potential  usefulness  of  the  data  from 
the  fair  lending  standpoint.  In  particular,  the  data  may  assist  lend- 
ing institutions  in  their  efforts  to  self-assess  their  lending  practices 
and  ensure  nondiscriminatory  treatment  of  loan  applicants.  Race 
and  gender  data  might  also  be  useful  information  for  examiners  as 
part  of  their  fair  lending  examinations. 

A  second  issue  is  whether  it  makes  sense  to  limit  the  require- 
ment to  collect  race  and  gender  information  on  small  business  and 
farm  loans  to  only  large  insured  depository  institutions. 

To  the  extent  that  the  primary  purpose  of  collecting  the  data  is 
for  fair  lending  analysis,  it  would  appear  to  make  sense  to  consider 
whether  all  creditors  covered  by  the  fair  lending  laws  should  be 
permitted — or  required — to  collect  the  information,  not  just  those 
large  institutions  subject  to  CRA.  It  appears  anomalous  that  the 
Federal  Government,  in  an  attempt  to  discourage  discrimination, 
would  require  one  set  of  lending  institutions  to  collect  these  data, 
but  prohibit  other  lending  institutions  from  collecting  identical 
information. 

Third,  we  need  to  consider  what  information  should  be  collected, 
how  it  should  be  used  and  to  what  extent  it  should  be  reported  to 
the  government  and  the  public.  We  need  to  be  concerned  with  the 
risk  that  the  data  collected  will  not  be  sufficiently  comprehensive 
to  indicate  whether  or  not  discrimination  has  occurred.  Unfortu- 
nately, most  of  our  information  regarding  shortages  of  small  busi- 
ness credit  in  general,  and  credit  to  minorities  and  female  owners, 
in  particular,  is  anecdotal. 

Our  experience  with  HMDA  data  and  the  popular  misperceptions 
engendered  by  those  data  support  the  importance  that  the  data  be 
properly  analyzed.  It  is  likely  that  the  data  submitted  for  the  ini- 
tial cvcles  of  this  collection  effort  may  be  fraught  with  errors  and 
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omissions  and  I  fear  that  erroneous  data  could  yield  faulty  analysis 
and  questionable  conclusions. 

We  need  to  take  care  that  we  do  not  unintentionally  discourage 
banks  and  thrifts  from  pursuing  aggressive  outreach  and  lending 
campaigns,  which  frequently  attract  an  increased  number  of  un- 
qualified applicants  whose  eventual  denials  cause  skewed  lending 
patterns. 

As  we  revise  the  approach  taken  under  regulation  B,  I  believe  it 
is  important  that  we  remain  consistent  with  the  intent  of  the  Con- 
gress in  passing  the  Equal  Credit  Opportunity  Act.  We  are,  there- 
fore, very  interested  in  your  views  on  these  issues  and  look  forward 
to  the  public  comments  we  will  receive  on  this  aspect  of  our  revised 
CRA  proposal. 

I  would  be  pleased  to  answer  any  questions  the  subcommittee 
may  have. 

[The  prepared  statement  of  Mr.  Fiechter  can  be  found  in  the 
appendix.] 

Chairman  Neal.  Thank  you,  Mr.  Fiechter, 

Mr.  Steinbrink. 

STATEMENT  OF  STEPHEN  STEINBRINK,  SENIOR  DEPUTY 
COMPTROLLER  FOR  BANK  SUPERVISION  OPERATIONS,  OF- 
FICE OF  THE  COMPTROLLER  OF  THE  CURRENCY 

Mr.  Steinbrink.  Before  I  begin  my  remarks,  Mr.  Chairman,  I 
want  to  congratulate  you  for  your  distinguished  career  in  Con- 
gress— a  career  that  spanned  two  decades — and  on  the  recent  pas- 
sage of  the  Riegle-Neal  Interstate  Banking  and  Branching  Effi- 
ciency Act  of  1994.  Your  leadership  on  banking  issues  will  be 
missed. 

The  problem  on  which  this  hearing  focuses  has  long  been  a  sub- 
ject of  interest  for  this  subcommittee  and  for  Congressman  Wynn, 
who  has  introduced  legislation  in  this  area.  We  share  the  concerns 
that  have  led  to  the  introduction  of  his  bill.  We  are  proceeding 
along  the  regulatory  route  in  the  same  direction. 

Mr.  Chairman  and  members  of  the  subcommittee,  I  appreciate 
the  opportunity  to  discuss  with  you  the  availability  of  credit  to 
small  businesses,  particularly  minority-owned  small  businesses. 

I  have  a  written  statement  that  discusses  the  initiatives  we  have 
taken  to  improve  the  availability  of  credit  for  small  businesses  and 
farms,  and  the  small  business  data  collection  in  the  proposed  revi- 
sions to  the  Community  Reinvestment  Act  [CRA],  in  detail.  In  the 
interest  of  time,  I  would  like  to  submit  that  written  statement  for 
the  record. 

In  an  effort  to  eliminate  regulatory  impediments  to  small  busi- 
ness lending,  the  four  bank  and  thrift  regulatory  agencies  an- 
nounced, in  March  1993,  a  program  of  11  specific  regulatory  and 
administrative  policy  changes  directed  at  increasing  the  flow  of 
credit  to  sound  borrowers — with  particular  emphasis  on  small-  and 
medium-sized  businesses.  Two  of  these  eleven  initiatives  warrant 
special  mention.  First,  we  removed  obstacles  to  banks  making  char- 
acter loans  by  allowing  healthy  banks  to  set  aside  a  portion  of  their 
small-  and  medium-sized  business  loans  to  be  examined  solely  on 
the  basis  of  performance. 
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Second,  we  increased  the  threshold  for  required  real  estate  ap- 
praisals from  $100,000  to  $250,000 — an  important  proposal  for 
small  businesses,  because  they  often  use  real  estate  as  collateral 
for  loans. 

Along  with  a  healthy  economy  and  the  improved  financial  condi- 
tion of  banks,  we  believe  that  our  initiatives  explain  the  uptick  in 
small  business  lending. 

I  will  now  turn  to  discussing  what  the  banking  regulators  have 
done  to  measure  more  closely  banks'  role  in  providing  credit  to 
small  businesses  and  how  our  ability  to  assess  the  lending  climate 
will  be  improved  by  the  proposed  data  collection  revisions  to  CRA. 

Section  122  of  the  Federal  Deposit  Insurance  Corporation  Im- 
provement Act  of  1991  requires  the  Federal  banking  and  thrift 
agencies  to  collect  from  insured  depository  institutions  annual  data 
on  small  business  and  small  farm  lending.  To  implement  section 
122,  the  agencies  began  last  year  to  collect  data  on  business  loans 
of  less  than  $1  million  and  farm  loans  of  under  $500,000. 

As  a  continuation  of  our  efforts,  the  agencies  have  proposed  re- 
vising the  small  business  data  requirements  of  CRA.  The  Federal 
banking  and  thrift  agencies  are  proposing  to  change  their  approach 
to  implementing  the  CRA  to  emphasize  results,  not  process.  The 
collection  of  additional  data  on  small  business  loans  is  but  one  part 
of  this  broader  initiative. 

At  the  outset,  let  me  make  it  clear  that  I  believe  that  additional 
data  collection  would  enhance  our  ability  to  judge  how  well  lenders 
help  meet  credit  needs  in  their  communities.  However,  let  me  also 
note  that  I  realize  that  increased  data  disclosure  would  pose  a  cost 
to  the  industry.  Thus,  before  considering  any  new  reporting  re- 
quirements, we  must  carefully  balance  costs  and  benefits.  We  must 
also  keep  in  mind  that  banks  must  compete  with  other  types  of 
lenders  in  supplying  small  business  credit;  thus,  excessive  require- 
ments on  banks  could  be  counterproductive  if  they  damage  banks' 
competitive  position  vis-a-vis  nonbank  credit  providers. 

Since  the  CRA  encourages  banks  and  thrifts  to  help  meet  credit 
needs  of  their  entire  communities,  evidence  of  illegal  discrimination 
suggests  a  failure  to  serve  at  least  some  portion  of  the  community. 
Since  the  enactment  of  the  CRA  in  1977  and  the  development  of 
its  implementing  regulations  in  1978,  evidence  of  discrimination  or 
other  illegal  credit  practices  has  been  a  critical  factor  taken  into  ac- 
count as  part  of  a  CRA  examination. 

To  date,  however,  except  for  home  mortgage  and  home  improve- 
ment loans,  banks  and  thrifts  have  been  prohibited  from  collecting 
race  and  gender  data  in  conjunction  with  loan  applications.  As  a 
result,  critical  data  have  not  been  available  for  lenders  to  use  in 
conducting  their  own  self-assessments  or  for  examiners  to  use  un- 
fair lending  reviews. 

While  that  prohibition  was  undoubtedly  intended  to  discourage 
illegal  use  of  race  and  gender  information  in  the  disposition  of  loan 
applications,  its  effect  has  been  to  compromise  the  information 
needed  by  both  lenders  and  examiners. 

The  requirement  to  collect  race  and  gender  data  on  small  busi- 
ness and  small  farm  loans  in  the  joint  proposed  CRA  regulations 
represents  an  effort  to  enhance  the  opportunities  for  lenders  to  con- 
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duct  internal  fair  lending  reviews  and  to  improve  the  effectiveness 
of  regulatory  fair  lending  examinations. 

The  proposed  data  reporting,  particularly  if  the  data  are  collected 
in  conjunction  with  applications,  would  permit  the  kind  of  com- 
parative file  analysis  now  possible  only  on  home  mortgage  and 
home  improvement  loans.  It  would  also  enable  bankers,  regulators, 
and  the  public  to  have  a  clearer  picture  than  now  exists  of  where, 
and  to  whom,  credit  is  being  provided. 

The  revised  proposal,  while  providing  the  agencies  with  critical 
information,  would  protect  the  privacy  of  individual  borrowers.  The 
institution  would  retain,  but  not  report  or  disclose,  the  information 
on  applicants  who  did  not  receive  a  loan.  We  would  not  require  an 
institution  to  put  the  detailed  small  business  or  small  farm  loan 
register  containing  information  on  individual  applicants  in  its  pub- 
lic file. 

Along  with  the  Federal  Reserve,  the  FDIC,  and  the  OTS,  the 
OCC  proposed  for  comments  revision  to  the  regulations  implement- 
ing the  Community  Reinvestment  Act.  We  believe  that,  as  pro- 
posed, the  revised  regulation  would  achieve  most  of  the  objectives 
sought  by  H.R.  918,  the  Small  Business  Lending  Disclosures  Act. 
We  look  forward  to  public  comments  on  the  proposal  as  we,  and  the 
other  regulators  of  insured  depositories,  develop  final  revisions  to 
the  CRA  regulation. 

Thank  you,  Mr.  Chairman,  I  look  forward  to  addressing  your 
questions. 

This  concludes  my  formal  testimrny.  I  will  be  glad  to  answer  any 
questions. 

[The  prepared  statement  of  Ms.  Krause,  as  given  by  Mr. 
Steinbrink,  can  be  found  in  the  appendix.] 

Chairman  Neal.  Thank  you  all  again  for  helping  us  with  the 
subject.  I  also  want  to  thank  you  all  for  your  kind  comments,  and 
I  want  to  say  that  it  has  been  a  pleasure  working  with  you  over 
these  many  years. 

Also,  I  don't  want  to  miss  an  opportunity  to  say  what  high  regard 
I  have  for  Members  of  Congress  and  others  who  are  in  public  serv- 
ice. Some  people  perpetrate  a  great  hoax  on  the  American  public 
when  they  claim  that  our  system  doesn't  work  or  is  peopled  by 
those  who  only  have  their  own  self-interest  in  mind.  So  at  some 
point,  someone  has  got  to  make  it  clear  that  that  simply  isn't  true. 

This  is  honestly  a  terrible  hoax.  The  overwhelming  majority  of 
Congressmen  and  Congresswomen  are  outstanding,  deeply  dedi- 
cated, intelligent,  hard-working  people,  and  I  would  say  the  exact 
same  thing  about  others  in  public  service  in  our  administration.  It 
has  been  a  great  pleasure  to  work  with  you  and  all  of  my  col- 
leagues in  the  Congress,  and  I  think  our  country  has  been  well 
served.  We  are  very  fortunate  for  the  high  caliber  of  people  that  do 
choose  public  service.  I  thank  you  for  that. 

Let  me  say  to  my  colleagues  that  you  know  President  Mandela 
will  be  addressing  the  Congress  at  11  o'clock,  and  we  need  to  allow 
plenty  of  time  for  our  second  panel,  and  probably  get  out  of  here 
by,  at  the  latest,  10  until  11.  So  I  don't  want  to  limit  any  of  you. 
Myself,  I  have  really  only  one  question,  and  then  I  am  going  to  go 
ahead  and  yield  and  I  will  try  to  keep  everyone  to  5  minutes  so 
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everyone  has  an  opportunity  to  question.  Then  it  will  be  up  to  you 
how  much  time  the  second  panel  gets. 

Mr.  La  Ware.  Mr.  Chairman,  if  there  are  other  questions  that  we 
don't  have  time  for,  please  submit  them  in  writing. 

Chairman  Neal.  Right.  As  you  all  know,  of  course,  you  can  sub- 
mit questions  and  our  panel  will  be  happy  to  answer  in  writing. 

Just  one  brief  point,  if  I  may.  I  think  this  area  of  reporting  by 
race  obviously  is  a  difficult  one.  Grovernor  LaWare,  you  point  out 
that  there  may  be  differences  between  reporting  on  race  in  the  area 
of  mortgage  lending  and  similar  reporting  on  small  business  lend- 
ing. Mortgage  loans  are  more  standardized  and  the  concern  is  that 
reporting  by  race  would  lead  to  exactly  the  opposite  outcome  to 
what  we  desire,  which  is  a  color  blind  society. 

In  fact,  as  I  understand  it,  the  Equal  Credit  Opportunity  Act  and 
regulation  B  of  the  Federal  Reserve  prohibit  data  collection  regard- 
ing race  and  gender,  among  other  things,  except  in  the  area  of 
mortgage  loans.  Is  that  correct? 

Mr.  L\Ware.  Yes.  And  except  where  there  is  a  statutory  or  regu- 
latory requirement  for  that,  or  where  a  court  may  have  ordered 
that  in  order  to  make  a  determination  of  what  is  going  on  in  a  par- 
ticular institution,  then  that  data  may  be  collected. 

Chairman  Neal.  What  are  those  exceptions,  other  than  mortgage 
lending? 

Mr.  LaWare.  Well,  HMDA  is  the  principal  one  and  that  is,  of 
course,  in  mortgage  lending.  So  far  I  don't  believe  there  are  any 
other  statutory  exceptions.  But  if  there  were,  or  if  there  were  a 
court  order,  or  a  consent  agreement  with  the  Justice  Department, 
for  example,  regulation  B  would  permit  that  kind  of  gathering. 

Chairman  Neal.  I  was  a  small  businessman  before  doing  this, 
and  I  have  a  lot  of  sympathy  with  all  small  business  people.  Small 
business  people  trying  to  get  adequate  loans  often  have  difficulty 
regardless  of  race  or  type  of  business.  So  I  know  it  is  a  serious 
problem. 

Anyway,  I  appreciate  your  testimony.  And  at  this  time  I  will 
yield  to  Mr. 

Mr.  McCoLLUM.  Why  don't  you  yield,  Mr.  Chairman,  if  I  might 
suggest,  to  Mr.  Wynn.  I  just  walked  into  the  room  and  I  know  he 
has  a  special  interest  in  this. 

Chairman  Neal.  I  certainly  will. 

Mr.  Wynn. 

Mr.  Wynn.  Thank  you,  Mr.  Chairman,  and  Mr.  McCollum,  I  ap- 
preciate your  courtesy  in  this  regard. 

I  will  be  brief,  because  I  am  cognizant  of  the  time.  I  want  to  per- 
haps maybe  just  make  a  point.  I  am  aware  that  an  exception  would 
be  made,  such  as  was  made  with  HMDA,  and  that  would  be  my 
recommendation  that  we  make  such  an  exception. 

And  I  just  want  to  make  a  point  very  clear.  We  are  not  trying 
to  make  a  legal  case  here  for  discrimination  by  any  bank  against 
any  individual.  That  is  not  the  purpose  of  this  legislation.  This  leg- 
islation is  aimed  at  giving  us  a  picture,  giving  the  bank  a  picture 
of  what  it  is  doing,  giving  the  Congress  a  picture  of  what  it  is 
doing,  giving  the  community  a  picture  of  what  it  is  doing  and,  as 
patterns  emerge,  further  investigation,  what  have  you,  may  take 
place. 
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But  absent  the  data  that  will  enable  us  to  get  this  picture  of  the 
patterns,  it  is  impossible  to  improve.  I  don't  think  anyone  is  con- 
templating— I  won't  say  anyone,  but  I  don't  think  the  thrust  is  to 
contemplate  litigation  context,  but  rather  to  say,  we  see  some  pat- 
terns. Some  banks  are  doing  a  good  job,  some  banks  are  not.  I  rec- 
ognize that  this  is  a  subjective  analysis  and  not  as  precise  as  mort- 
gage lending.  But  nonetneless,  some  patterns  would  clearly  emerge 
as  a  result  of  this  data. 

Let  me  just  conclude  by  saying  that  I  think  it  is  very  commend- 
able that  the  CRA  proposals  would  include  this  data,  and  indeed, 
they  do  address  many  of  my  concerns.  I  do  believe  that  the  cat- 
egories with  regard  to  the  amounts  of  the  loan  are  necessary  with 
respect  to  what  we  have  come  to  call  microlending  to  the  extent 
that  the  small  business  community  is  concerned  that  they  not  be 
turned  away  because  they  are  not  seeking  $2  million  to  $5  million, 
but  rather  seeking  $500,000  or  $250,000. 

And  so,  to  that  extent,  I  think  we  do  need  data  that  reflects  the 
amounts  of  loans  that  are  being  made  because  part  of  the  legiti- 
mate credit  needs  of  a  community  would  include  smaller  loans.  And 
I  recognize  that,  as  you  said,  we  have  to  do  the  same  amount  of 
work  for  less  profit,  so  we  are  less  inclined  to  do  that.  But  I  do 
think  it  is  commendable. 

I  will  note,  however,  that  this  new  regulatory  posture  has  not 
been  without  the  urging  of  myself  and  other  members  of  the  Cau- 
cus pursuant  to  this  legislation.  But  I  would  be  very  pleased  if  this 
could  be  accomplished  through  regulation  and  certainly  would  be 
happy  to  work  with  you  to  promote  a  regulatory  approach  that 
would  accomplish  the  same  goals. 

But  the  bottom  line  is,  we  do  need  to  get  this  data  so  that  we 
can  see  as  Congress,  as  a  larger  community,  what  is  going  on  and, 
hopefully,  enhance  the  lending.  And  where  there  is  subjective  cri- 
teria, that  can  certainly  be  taken  into  consideration. 

I  think  I  will  stop  at  that  point  so  that  we  can  proceed. 

Chairman  Neal.  Thank  you,  sir,  very  much. 

Mr.  McCollum. 

Mr.  McCollum.  Thank  you  very  much,  Mr.  Chairman. 

First  of  all,  I  would  like  to  say  that  I  didn't  get  here  for  an  open- 
ing statement,  but  I  really  have  enjoyed  serving  with  Steve  Neal 
a  great  deal.  I  think  this  period  of  time  of  service  has  been  one 
which  means  that  I  am  going  to  miss  you  when  you  are  gone,  and 
I  think  all  of  us  who  have  been  involved  with  the  national  institu- 
tions understand  that  we  are  going  to  lose  somebody  that  knows 
the  subject  matter  and  has  the  ability  to  sort  out  some  of  the  good 
and  bad  of  these  various  proposals  that  come  along  the  way.  You 
are  going  to  be  missed  on  a  personal  basis,  but  you  are  also  going 
to  be  missed  in  a  professional  sense  too,  Mr.  Chairman. 

I  am  not  going  to  belabor  the  point,  mainly  because  I  don't  think 
that  we  have  got  the  time  to  do  it  today,  but  I  feel  strongly  about 
that. 

Second,  I  would  like  to  just  ask  one  or  two  very  brief  questions 
of  the  folks  that  are  here  today.  I  am  sorry  I  came  in  late  for  your 
presentation,  but  I  am  pretty  well  aware  of  what  you  were  saying. 
Your  statements  I  have  looked  at.  I  am  concerned,  and  I  might  ask 
Governor  LaWare  this  question,  is  there   any  estimate — do  you 
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have  any  sense  of  how  much  time  and  money  an  institution  will 
have  to  spend  in  order  to  comply  with  the  new  proposed  data  gath- 
ering that  the  CRA  regulation  would  impose? 

Mr.  La  Ware.  Well,  this  is,  you  know,  this  is  a  real  shot  in  the 
dark,  because  it  is  very  hard  to  generalize  about  what  the  cost  of 
collecting  this  kind  of  data  is.  But  we  have  done  a  rough  shot  at 
it.  We  estimate  that  the  cost  to  the  industry  will  be  something  in 
the  neighborhood  of  $20  million  to  $25  million  annually  for  this  ad- 
ditional collection  of  information. 

Mr.  McCoLLUM.  Does  anybody  have  an  idea  of  the  number  of 
complaints  or  filings  that  are  made  to  each  of  the  agencies;  com- 
plaints I  guess  being  made  about  credit  discrimination  or  the  lack 
of  credit  in  minority-owned  small  business  communities? 

Mr.  La  Ware.  Well,  in  my  testimony,  I  think  there  are  some  fig- 
ures quoted  there  over  a  very  limited  period,  we  had  something 
like  40  complaints,  20  of  which  were  passed  on  to  other  agencies, 
because  they  came  to  us  for  one  reason  or  another  and  they  weren't 
State  member  banks  that  were  involved. 

Of  the  State  member  banks,  in  16  of  the  20  cases,  we  were  able 
to  conduct  an  investigation  that  satisfied  us,  that  the  evidence  was 
not  there  to  support  any  finding  of  discrimination,  and  in  one  case 
the  improper  procedures  had  to  do  with  the  failure  to  make  the 
proper  notification  of  the  reasons  for  a  denial.  And  the  other  three 
are  still  pending. 

Mr.  McCoLLUM.  Over  what  period  of  time? 

Mr.  La  Ware.  I  think  this  was  a  period  of  about  4  years. 

Mr.  McCoLLUM.  Has  anybody  else  gotten  any  complaints  di- 
rectly, anyone  else  here? 

Mr.  FlECHTER.  No. 

Mr.  McCoLLUM.  If  we  were  going  to  define,  and  I  assume  we 
would  have  to  define  the  minority  in  terms  of  the  new  CRA  propos- 
als, how  do  you  do  that  or  have  you  done  that?  How  do  you  define 
a  minority? 

Mr.  La  Ware.  I  am  not  sure  I  can  give  you  a  precise  answer. 

Mr.  Steinbrink.  Actually,  I  think  that  we  would  use  existing 
definitions. 

Mr.  McCoLLUM.  Well,  I  am  very  concerned,  just  as  Mr.  Wynn 
and  the  chairman  are,  about  discrimination  in  lending.  I  don't 
think  any  of  us  want  to  see  it.  We  want  to  see  small  businesses 
in  the  minority  communities  have  the  opportunity  to  get  the  credit. 

I  have  mixed  reactions.  I  know  that  there  are  those  out  there 
who  don't  feel  there  is  enough  credit  available  and  that  is  why  we 
have  gone  to  community  banks  and  so  on  and  so  forth,  and  there 
is  a  concern  that  maybe  there  is  some  redlining  going  on.  We  have 
heard  some  discussions  about  that. 

But  I  also  hear  from  the  banking  community  a  great  deal  of  con- 
cern that  the  movement  in  this  direction  to  try  to  squeeze  out  every 
last  possibility  of  discrimination  and  to  try  to  make  sure  that  they 
are  servicing  the  small  business  community  and  the  minority  com- 
munity is  causing,  at  least  potentially  causing,  bad  loans  to  be 
made,  and  more  than  simply  going  beyond  the  normal  little  bit  on 
the  edges  to  make  sure  that  the  small  business  community  and  the 
minority  communities  are  serviced. 


17 

Do  you  have  any  reaction  to  that?  Do  you  think  there  is  a  point 
where  a  trend  in  this  direction  can  cause  us  to  get  some  of  our  in- 
stitutions making  a  higher  number  of  loans  that  are  questionable 
than  they  should  be  making,  or  where  do  you  draw  that  line? 

How  do  you — is  there  a  measuring  device  for  that?  Can  any  of 
you  answer  that,  Governor  La  Ware? 

Mr.  LaWare.  It  seems  to  me  that  if  we  are  measuring  perform- 
ance of  a  bank  by  how  many  loans  it  makes  to  a  certain  class  of 
borrowing,  then  in  order  to  seek  the  favorable  grade,  in  fact  credit 
standards  may  be  compromised,  in  order  to  keep  the  numbers  up 
in  that  particular  classification  of  loans. 

Mr.  Wynn.  Will  the  gentleman  yield? 

Mr.  McCoLLUM.  Certainly.  I  would  be  glad  to  yield. 

Mr.  Wynn.  Mr.  LaWare,  are  you  suggesting  that  the  bank  would 
violate  safety  and  soundness  merely  for  CRA,  because  they  cer- 
tainly haven't  done  that  in  the  past. 

Mr.  LaWare.  Well,  there  is  some  indication  on  an  anecdotal 
basis  that  this  is  already  going  on. 

Mr.  Wynn.  Well,  I  find  that  very  interesting,  because 

Mr.  LaWare.  Well 

Mr.  Wynn.  Every  time  we  have  questioned  the  banks  about  that, 
their  arguments  have  been  that  they  have  turned  down  anybody 
who  is  not  creditworthy,  and  this  bill  clearly  indicates  creditworthi- 
ness. 

You  also  mentioned  that  it  would  cost  $25  million  to  provide 

Mr.  LaWare.  That  is  just  an  estimate. 

Mr.  Wynn.  What  is  the  basis  for  that? 

Mr.  LaWare.  Well,  I  don't  have  the  calculation  in  front  of  me. 

Mr.  Wynn.  So  we  really  don't  know  how  much  it  is  going  to  cost. 

Mr.  LaWare.  No.  It  is  an  estimate. 

Mr.  Wynn.  Thank  you. 

Mr.  McCoLLUM.  I  think  the  point  is  still  there,  and  I  don't  know 
if  anyone  else  wants  to  comment  on  it.  Anecdotally,  I  go  all  over 
the  country.  I  have  been  out  to  many  different  locations,  and  bank- 
ers, especially  smaller  banks  say,  you  know,  to  comply  in  our  com- 
munity, we  have  a  small  minority  community,  but  there  just  aren't 
that  many  who  qualify,  and  therefore,  we  are  going  out  and  in 
order  to  keep  up  our  CRA  ratings,  we  are  going  to  be  making  loans 
we  know  are  going  to  be  bad. 

They  tell  me  that  regularly,  Mr.  Wynn,  and  I  have  heard  it — will 
they  come  forward  here  and  testify?  They  are  afraid  to  do  that. 
They  are  afraid  to  come  forward  and  say  that  in  public  anywhere. 
And  that  concerns  me.  That  is  why  I  was  asking  the  question. 

I  wondered  how  much  the  regulators  are  hearing  back  with  this 
same  anecdotal  stuff  since  we  are  not  able  to  get  the  banks  to  come 
back  up  here  and  say  it. 

Mr.  Wynn.  Congressman,  if  you  will  yield. 

Mr.  McCoLLUM.  I  will  be  happy  to  yield. 

Mr.  Wynn.  The  banks  also  have  made  during  the  1980's  quite  a 
few  bad  loans,  character  loans  of  a  questionable  nature  that  they 
are  not  willing  to  come  forward  and  talk  about  either.  So  I  don't 
think  we  can  draw  any  conclusions  from  the  suggestion  that  they 
are  making  bad  small  business  loans. 
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The  fact  of  the  matter  is,  at  least  particularly  with  the  thrift, 
they  made  a  lot  of  bad  big  business  loans,  not  to  the  minority  com- 
munity, that  has  caused  the  problem.  So  any  suggestion  that  there 
may  be  a  problem  as  a  result  from  small  business  loans  made  to 
the  minority  community,  I  think,  pales  in  comparison  with  the 
hard  empirical  evidence  we  have  had  of  bad  business  loans  that 
have  not  been  disclosed  that  have  been  made  by  the  industry  to 
nonminority,  big  businesses. 

Mr.  McCoLLUM.  Well,  I  am  not  going  to  defend  bad  loans,  period, 
Mr.  Wynn,  and  I  don't  want  to  get  into  a  debate  with  you  at  all. 
I  am  just  trying  to  establish  to  the  degree  that  I  can  here  that 
there  are  concerns  in  the  banking  community  that  are  difficult  to 
get  out  here  in  front  of  our  subcommittee  that  these  loans  can  be, 
they  can  be  forced  to  make  loans  and  they  feel  forced  or  compelled 
too  that  aren't  good  loans. 

Mr.  Fiechter. 

Mr.  Fiechter.  I  have  run  into  institutions  that,  as  Governor 
LaWare  has  suggested,  have  taken  a  posture  that  the  way  to  re- 
duce the  disparate  denial  rates  is  to  make — to  increase  lending  to 
minority  borrowers.  But,  Congressman,  they  have  done  it  on  an  un- 
safe and  unsound  basis.  What  they  have  done  is  they  have  used 
different  underwriting. 

The  effect  has  been  for  some  of  these  institutions  much  higher 
foreclosure  rates,  and  I  personally  wonder  whether  or  not  being 
quicker  to  make  loans  to  anybody  who  walks  in  who  has  good  col- 
lateral, and  then  having  a  higher  foreclosure  rate  6  months,  1  year 
down  the  pike,  whether  the  borrowers  benefit  from  that.  But  they 
do  get  far  more  favorable  rates  under  HMDA  which  they  believe  is 
part  of  what  we  are  asking  for. 

Mr.  McCoLLUM.  Mr.  Steinbrink. 

Mr.  Steinbrink.  Congressman,  you  are  asking  a  tough  question. 
The  information  is  anecdotal.  Some  of  the  larger  banks  in  the  Unit- 
ed States  have  talked  to  me  and  said:  "The  demographics  of  this 
country  have  changed.  We  need  to  collect  this  data  so  that  we  know 
that  our  business  plan  is  being  fulfilled." 

I  have  been  involved  in  bank  supervision  for  27  years  and  I  am 
steeped  in  safety  and  soundness.  I  don't  have  any  indication  that 
there  will  be  a  safety  and  soundness  problem  as  a  result  of  this 
proposal  as  compared  to  the  existing  CRA.  I,  personally,  would 
have  great  difficulty  if  it  caused  that.  1  don't  believe  it  will. 

Mr.  McCoLLUM.  Well,  I  respect  that,  and  I  really  was  asking  the 
kind  of  question  that  is  open-ended  so  that  we  could  have  at  least 
a  little  discussion  on  it.  It  never  seems  to  come  up  here  because 
people  I  guess  really  do,  as  I  do,  want  to  provide  these  loans  and 
not  have  problems  with  them,  but  we  need  to  face  the  complaints 
that  we  get  out  there. 

I  have  been  around  for  long  enough — and  I  am  going  to  yield 
back,  because  I  know  we  don't  have  time  here  to  go  on  with  this — 
but  I  have  been  around  long  enough,  Mr.  Chairman,  to  know  that 
banks  are  reluctant  to  come  up  on  witness  panels  like  this  in  com- 
mittees and  talk  about  things  like  this. 

So  thank  you  very  much.  I  appreciate  your  time,  gentlemen,  for 
coming  out  and  answering  questions. 

Chairman  Neal.  Thank  you,  sir.  Anything  further? 
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Well,  let  me  thank  the  first  panel.  Gentlemen,  thank  you  again 
for  being  with  us  and  thank  you  for  the  courtesy  over  the  years. 

Let  me  call  the  next  panel  forward.  If  it  is  alright  with  you  all, 
we  will  just  hear  from  you  in  the  order  in  which  I  mentioned  your 
names,  and  we  will  put  your  entire  statements  in  the  record. 

President  Mandela  will  be  addressing  the  Congress  at  11.  We 
will  have  to  finish  up  here  at  10:45  at  the  very  latest,  so  we  will 
put  your  entire  statements  in  the  record.  I  ask  you  to  please  sum- 
marize in  no  more  than  5  or  6  minutes  or  so,  if  you  will,  and  then 
that  will  give  us  time  for  some  questions  and  answers.  Thank  you 
again  for  being  with  us, 

Ms.  Hawkins,  we  will  start  with  you. 

STATEMENT  OF  TONI  HAWKINS,  EXECUTIVE  DIRECTOR, 
NATIONAL  BLACK  BUSINESS  COUNCIL,  SILVER  SPRING,  MD 

Ms.  Hawkins.  Good  morning.  My  name  is  Toni  Hawkins  and  I 
am  the  executive  director  with  the  National  Black  Business  Coun- 
cil, and  will  try  to  be  brief 

The  council  is  most  happy  to  have  been  invited  today  to  address 
the  subcommittee  hearing  on  H.R.  918.  It  is  the  council's  position 
to  urge  support  for  this  bill  which  will  provide  for  greater  disclo- 
sure of  lending  to  small  businesses.  The  council's  support  for  this 
bill  is  based  on  just  a  few  very  important  factors  surrounding  the 
issues  involved  in  this  legislation,  and  I  will  be  brief. 

The  National  Black  Business  Council  is  dedicated  to  the  ad- 
vancement and  expansion  of  minority  businesses  throughout  the 
country.  The  council  is  most  specifically  concerned  on  how  African- 
American  small  businesses  are  afforded  the  same  opportunities  to 
succeed  or  fail  as  other  groups  in  this  country. 

The  council  and  its  sister  organization,  the  Institute  for  the  Na- 
tional Black  Business  Council,  have  found  through  our  research 
and  experience  that  one  of  the  key  elements  that  contributes  to  the 
success  of  small  businesses  and  startup  businesses  is  sufficient  cap- 
ital to  operate  the  business  through  its  initial  incubation  stages.  In 
survey  after  survey,  access  to  capital  is  the  number  one  problem 
for  minority  and  small  businesses. 

Minority  and  startup  businesses  have  historically  encountered 
monumental  obstacles  in  trying  to  access  capital  through  financial 
institutions,  both  public  and  private.  This  fact  is  what  has  thwart- 
ed more  minority  and  small  businesses  from  being  successful.  Just 
as  fair  lending  problems  exist  in  the  housing  industry  for  minori- 
ties, business  and  commercial  lending  for  minorities  appear  to  be 
equally  discriminatory  and  troublesome.  In  fact,  the  issues  for  each 
category  of  fair  lending  are  complementary  in  urban  cities  and  mi- 
nority communities  in  that  the  lack  of  business  and  commercial 
and  housing  lending  in  these  areas  are  directly  related  to  the  ever- 
increasing  deterioration  of  large  communities. 

The  financial  industry  will  complain  this  legislation  is  only  more 
paperwork  and  burdensome  to  the  operation  of  business.  However, 
legislation  and  enforcement  of  same  in  the  mortgage  lending  realm 
has  changed  the  landscape  for  availability  of  mortgage  lending  to 
minorities  and  lower  income  individuals.  For  these  barriers  to  be 
removed,  it  is  mandatory  to  be  able  to  appropriately  document  cur- 
rent practices,  evaluate  those  findings,  and  set  a  specific  corrective 
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course  for  financial  institutions  to  deal  with  minority  and  startup 
businesses  throughout  the  country. 

The  National  Black  Business  Council  recognizes  this  legislation 
is  not  a  panacea,  but  it  is  a  necessary  and  great  tool  in  bringing 
about  change  that  will  eventually  have  the  same  impact  on  avail- 
ability of  business  loans  that  mortgage  lending  is  evolving  into 
today.  It  is  the  council's  finding  that,  of  those  minority  small  busi- 
nesses seeking  financial  assistance,  African-Americans  have  experi- 
enced unfortunate  declinations. 

It  is  clear  to  the  National  Black  Business  Council  that  the  Fed- 
eral Reserve  Board  will  not  voluntarily  move  forward  to  comply 
with  the  intent  Congress  indicated  it  desired  to  be  followed  in  1991 
in  its  consideration  of  FDICIA.  And  thus,  it  is  equally  clear  H.R. 
918  has  become  necessary  to  ensure  all  Americans  have  equal 
access  to  capital  being  loaned  by  financial  institutions  across  this 
Nation. 

At  this  time  when  the  leadership  of  America  is  saying  small  busi- 
nesses are  critical  to  the  current  and  future  economic  viability  of 
this  Nation,  and  that  the  diversity  of  America  is  what  makes  it 
strong  globally,  decisionmakers  should  recognize  the  integral  role 
legislation  such  as  H.R.  918  has  in  ensuring  our  Nation's  strong 
global  economic  status  for  the  21st  century.  The  National  Black 
Business  Council  does. 

We  have  stated  that  the  status  quo  is  problematic  for  minority 
and  small  businesses,  and  I  have  a  few  examples. 

In  Dallas,  a  new  business  was  able  to  obtain  a  written  commit- 
ment to  contract  for  $300,000  in  business  to  produce  decorative 
kitchen  utensils.  The  female  entrepreneur  needed  $35,000  to  pay 
for  labor  to  make  the  products  in  the  same  timeframe  needed.  She 
was  told  she  had  no  track  record,  no  collateral,  and  could  not  be 
extended  a  line  of  credit.  She  lost  the  opportunity  to  build  a  new 
business. 

Another  example  is  a  west  coast  minority  printer  needed  a  loan 
to  purchase  a  new  piece  of  printing  equipment.  Two  large  corpora- 
tions were  prepared  to  give  him  3-year  contracts  to  do  all  their 
printing.  He  too  could  not  receive  a  loan  from  any  financial  institu- 
tion, even  though  he  had  been  in  business  10  years. 

In  Gary,  Indiana,  a  transportation  provider  needed  to  purchase 
eight  new  vans  to  provide  health  care  transportation  for  a  public 
contract  worth  $3  million.  He  was  denied  credit  to  obtain  the  vans, 
but  another  majority  company  was  granted  a  loan  for  the  same 
purpose,  even  though  the  majority  loan  had  a  pending  bankruptcy 
on  record  with  an  affiliate  business.  The  transportation  provider 
was  told  he  could  subcontract  for  $75,000  and  handle  the  toughest 
transportation  routes  for  the  contract  he  should  have  been  able  to 
provide  in  total. 

And  one  last  example.  A  Los  Angeles  restaurateur  was  in  need 
of  a  bridge  loan  to  pay  for  operational  expenses  while  business  was 
reestablished  after  the  1992  Rodney  King  rioting.  No  financial  in- 
stitution would  provide  a  loan.  The  SBA  and  local  government  pro- 
grams took  5  months  to  commit  to  25  percent  of  what  was  needed 
3  months  too  late.  The  business  was  lost  and  the  owner  also  had 
to  sell  her  home  to  pay  off  all  indebtedness. 
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There  are  thousands  of  cases  similar  to  these  and  even  worse. 
Congress  has  the  power,  opportunity,  and  responsibility  to  create 
an  environment  that  makes  these  examples  exceptions  and  not  the 
rule.  We  reiterate  our  urging  of  the  members  of  this  subcommittee 
and  Congress  to  pass  this  legislation. 

Thank  you. 

[The  prepared  statement  of  Ms.  Hawkins  can  be  found  in  the 
appendix.] 

Chairman  Neal.  Thank  you,  ma'am,  very  much. 

Mr.  Boyd. 

STATEMENT  OF  HARRISON  BOYD,  HB  ASSOCIATES,  CLINTON, 

MD 

Mr.  Boyd.  Good  morning,  Mr.  Chairman,  and  distinguished  sub- 
committee members.  I  would  like  to  thank  you  for  this  opportunity 
to  address  the  House  of  Representatives  Subcommittee  on  Finan- 
cial Institutions  Supervision,  Regulation  and  Deposit  Insurance. 

The  issue  of  credit  availability  to  minority  and  African -American 
businesses  is  of  critical  importance  to  our  Nation  and  to  our 
community. 

I  would  like  to  start  off  by  supporting  H.R.  918  as  a  beginning. 
I  believe,  coupled  with  other  regulatory  and  legislative  initiatives 
such  as  the  CRA  proposals,  that  this  can  in  fact  begin  to  change 
a  pattern  that  exists  within  our  country  today.  While  I  would  not 
recommend  subsidies  at  this  time  for  lending  institutions,  I  think 
that  we  need  to  begin  to  look  at  incentives,  because  if  in  fact  we 
are  looking  to  change  a  trend  in  a  marketplace,  I  think  we  need 
to  use  market  factors  to  influence  that. 

In  order  for  economic  empowerment  to  be  achieved  in  the  United 
States,  it  is  essential  that  all  elements  of  our  society  be  provided 
the  opportunity  to  participate  in  the  economic  mainstream.  It  is  ex- 
tremely difficult  to  realize  any  long-term  economic  growth  and  sta- 
bility without  total  participatory  process. 

The  consequence  of  not  providing  a  framework  for  all  economic 
groups  to  participate  is  highlighted  by  the  report  prepared  by  the 
U.S.  Commission  on  Minority  Business  Development.  The  report 
reflected  that,  as  a  deficit  of  minority  businesses  continued  to  grow, 
it  produces  social  problems  with  critical  and  negative  effects  on 
family  and  neighborhoods. 

The  aftermath  of  the  riots  in  Los  Angeles  and  other  parts  of  our 
great  Nation  have  sounded  an  alarm.  In  most  urban  and  rural 
areas  of  this  country,  small  and  minority  businesses  are  the  pri- 
mary providers  of  employment.  Today,  more  than  95  percent  of  the 
new  jobs  that  are  created  in  our  country  are  created  by  small  busi- 
ness. Minority  businesses  are  predominantly  small  and  are  ham- 
pered in  their  ability  to  create  jobs  in  their  community,  primarily 
by  lack  of  procurement  opportunity  in  the  public  and  private  sector 
and  access  to  capital. 

I  would  ask  all  of  our  lending  institutions  to  ask  themselves  this 
anecdotal  question  since  that  seems  to  be  the  basis  of  our  discus- 
sion. If  you  were  charged  with  the  crime  of  doing  business  with  mi- 
nority businesses,  would  you  have  enough  evidence  to  convict 
yourself? 
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The  issue  of  minority  business  access  to  capital  is  not  new.  In 
1968,  President  Nixon  referred  to  the  problem  of  access  to  credit 
when  he  issued  Executive  Order  11625  establishing  the  Office  of 
Minority  Business.  Every  subsequent  administration  has  identified 
economic  development  and  employment  as  primary  vehicles  for  ad- 
dressing our  Nation's  social  ills. 

A  major  impediment  to  economic  development  is  access  to  cap- 
ital. For  more  than  25  years,  the  Federal  and  State  governments 
have  attempted  to  respond  to  this  problem  and  there  have  been  a 
number  of  reasons  raised  as  to  why  this  problem  exists.  I  am  not 
going  to  belabor  the  subcommittee  with  all  of  those  reasons.  I 
would  like  to  focus  on  two  today. 

The  first  is  perception.  No  matter  what  legislative  and  regulatory 
guidelines  or  banking  operating  procedures  are  established,  you  are 
not  going  to  be  able  to  increase  and  sustain  minority  business  loan 
portfolios  until  you  recognize  that  people  do  business  with  people 
they  know,  and  people  that  they  are  comfortable  with. 

Unfortunately,  white  managers  and  employees  have  been  con- 
tinuously programmed  to  perceive  minority  business  loans  as  bad 
business,  or  at  a  minimum,  risky  business.  The  condition  is  a  func- 
tion of  internal  banking  policies  such  as  things  like  redlining,  as 
well  as  the  portrayal  of  minorities  in  the  media  as  violent,  less  in- 
telligent, and  lazy  human  beings  who  would  prefer  a  life  of  hand- 
outs and  criminal  activities  to  hard  work  and  perseverance.  This 
negative  perception  was  confirmed  in  1993  by  the  University  of 
Chicago  in  a  study  which  showed  that  8  out  of  10  white  Americans 
shared  some  of  these  views. 

It  would  be  easy  to  attribute  this  misinformation  to  racism,  but 
it  simply  is  not  the  case.  What  is  happening  here  is,  unfortunately, 
the  media  emphasizes  those  minorities  that  do  not  conform  with 
our  society  norms,  and  without  direct  evidence  to  the  contrary, 
what  occurs  is  these  views  influence  indirectly  the  ability  of  these 
people  to  make  effective  lending  decisions. 

It  is  important  that  banks  and  lending  institutions  take  a  look 
at  African-Americans  and  other  minorities  who  have  been  recently 
integrated  into  their  organizations.  Most  of  them  have  found  that 
it  is  risky  to  their  career  mobility  for  them  to  fight  these  kinds  of 
issues. 

The  senior  management  within  our  banking  institutions  must 
take  an  assertive  posture  to  solve  this  problem  of  perception.  This 
approach  must  go  beyond  policy  statements  and  image-related  ac- 
tivities. Increasing  the  bank's  minority  business  loan  portfolio  must 
become  of  strategic  importance  to  the  bank,  and  it  must  be  accom- 
panied by  a  comprehensive  planning  process  which  integrates  this 
into  the  bank's  overall  developmental  plan. 

I  have  identified  some  strategies  that  I  think  could  be  effective 
in  assisting  this  process.  First,  banks  have  to  be  realistic.  No 
institution  is  going  to  change  management's  collective  perception 
overnight.  However,  if  you  establish  this  as  a  part  of  your  organiza- 
tion's mission  and  evaluate  your  internal  strengths  and  weak- 
nesses, you  can  begin  to  identify  the  deficiencies  within  your  orga- 
nization and  address  it. 

Get  to  know  your  minority  businesses.  Senior  managers  within 
each  operational  region  of  a  bank  must  take  an  assertive  effort  to 
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get  to  know  the  existing  and  potential  minority  business  customers. 
People  do  business  with  people  they  know. 

Network.  Encourage  key  operational  managers  to  establish  ongo- 
ing relationships  witn  the  minority  business  community.  This  will 
improve  the  bank's  internal  assessment  of  the  marketplace  and 
avail  them  of  potential  loan  applicants. 

Research  and  read  minority  publications.  Most  white  Americans 
know  very  little  about  people  of  color  other  than  what  they  hear 
in  the  so-called  media.  You  need  to  encourage  your  managers  to 
read  minority  publications  so  that  they  can  begin  to  get  a  percep- 
tion that  is  different  from  that  that  is  printed  on  the  6  o'clock 
news. 

Finally,  mentoring  within  your  organization.  Cross-cultural 
mentoring  relationships  within  your  own  institutions  will  allow 
your  managers  and  employees  to  improve  not  only  the  organiza- 
tion's long-term  productivity,  but  it  will  change  the  individual  per- 
ception of  others. 

Once  proven,  give  minority  businesses  larger  loans.  After  suc- 
cessful relationships  have  been  spawned  through  minority  busi- 
ness, keep  abreast  of  their  development  and  facilitate  additional 
loans  and  lines  of  credit. 

Don't  put  all  your  eggs  in  one  basket.  Encourage  managers  to 
cultivate  business  relationships  with  several  different  types  of  mi- 
nority businesses. 

And  finally,  set  goals. 

I  have  been  involved  in  business  for  15  years,  I  have  worked  with 
major  corporations  and  government  agencies  and  management 
training  and  development.  One  thing  I  have  learned,  no  organiza- 
tion succeeds  at  achieving  its  objectives  without  setting  specific 
goals  and  objectives. 

The  second  thing  that  I  want  to  focus  on,  and  I  want  to  move 
rather  quickly  in  the  interest  of  time,  is  the  loan  process.  There  are 
three  major  factors  in  the  current  loan  process,  particularly  used 
by  interstate  institutions  that  are  affecting  our  ability  to  secure 
loans. 

First  of  all,  there  is  the  Regional  Review  Committee.  Second, 
there  is  the  industry  specialization  review.  And  third,  there  is  the 
division  of  client  loans  based  on  a  potential  loan  size.  No  one  can 
argue  with  the  efficiency  of  centralization  and  specialization. 

But  the  problem  that  happens  is,  when  you  begin  the  specializa- 
tion process,  most  lending  institutions  are  moving  the  decision 
away  from  the  local  branch  manager.  Without  the  opportunity  to 
participate  in  the  lending  institution,  the  local  branch  manager, 
which  is  one  of  the  most  effective  vehicles  for  technical  assistance 
to  our  community,  is  totally  lost  in  terms  of  his  ability  to  service 
the  constituents  that  deposit  at  his  bank. 

Most  of  our  large  institutions  have  adopted  TQM  strategies  and 
believe  in  Total  Quality  Management.  The  primary  premise  of 
Total  Quality  Management  is  that  the  person  closest  to  the  point 
of  the  impact  of  the  decision  is  the  person  who  should  be  most  in- 
volved in  it.  This  is  the  local  branch  manager.  To  the  extent  that 
these  people  are  being  removed  from  the  lending  process,  the  per- 
son who  is  most  able  to  assess  an  MBE's  ability  to  respond  to  a 
loan  situation  is  not  at  the  table. 
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I  would  like  to  close  with  the  following  recommendations.  I  would 
require  that  branch  managers  be  evaluated  and  recommend  deci- 
sions regarding  loans.  Second,  that  we  rotate  assignments  for 
branch  managers  and  that  they  be  allowed  to  participate  in  the  re- 
gional loan  process.  Third,  that  performance  evaluation  criteria  be 
developed  for  all  bank  managers  which  in  fact  incorporate  their 
ability  to  work  with  MBEs;  that  incentives  in  terms  of  compensa- 
tion be  established  for  managers  that  show  their  ability  to  not  only 
effectively  issue  MBE  loans,  but  to  effectively  develop  them.  And 
finally,  that  bankwide  rating  systems  be  established  within  metro- 
politan areas  to  evaluate  their  success  in  developing  loans. 

In  conclusion,  I  think  that  the  interstate  banking  centers  need  to 
strive  to  respond  to  the  change  in  the  commercial  market.  They 
need  to  give  attention  to  the  fact  that  areas  such  as  telecommuni- 
cation, international  trade,  and  health  care  are  new  industries  in 
which  MBEs  can  make  a  major  contribution  and  that  banks  need 
to  begin  to  look  at  loans  in  these  areas. 

Finally,  I  believe  that  if  these  lending  institutions  are  going  to 
be  given  the  opportunity  to  access  these  major  markets  through 
interstate  banking,  they  also  should  be  given  the  responsibility  to 
respond  to  the  communities'  needs. 

Thank  you  very  much. 

[The  prepared  statement  of  Mr.  Boyd  can  be  found  in  the 
appendix.] 

Chairman  Neal.  Thank  you.  I  need  to  point  out  one  more  time 
that  President  Mandela  will  be  speaking  at  11.  We  are  going  to 
have  to  leave  here  at  10  until  11.  It  is  now  10:30.  So  if  we  are 
going  to  have  any  question  and  answer  period,  we  are  going  to 
have  to  condense  the  comments  a  little  bit  more. 

Mr.  Mims. 

STATEMENT  OF  DERIC  MIMS,  VICE  PRESIDENT,  CRESTAR 
BANK,  WASHINGTON,  DC;  ACCOMPANIED  BY  MARIE  A.  MANN, 
VICE  PRESIDENT  IN  CHARGE  OF  COMMUNITY  DEVELOP- 
MENT 

Mr.  MiMS.  Thank  you,  Mr.  Chairman. 

Chairman  Neal,  other  distinguished  members  of  the  subcommit- 
tee, I  am  honored  to  appear  before  you  today  to  discuss  the  efforts 
undertaken  by  Crestar  Bank  in  an  attempt  to  overcome  some  of  the 
challenges  we  face  in  providing  financing  to  small  and  minority- 
owned  businesses.  We  are  both  proud  and  excited  about  what  you 
are  doing  in  this  area. 

I  am  Deric  Mims,  vice  president  and  manager  of  the  Small  Busi- 
ness Resource  Center  for  Crestar  Bank  with  over  16  years  of  expe- 
rience, particularly  in  the  small  business  area.  With  me  is  Marie 
Mann,  our  vice  president  of  community  development. 

Before  discussing  this  effort,  I  want  to  commend  your  leadership, 
Mr,  Chairman,  and  that  of  the  entire  subcommittee  for  your  role 
in  exploring  the  important  subject  of  small  business  lending  to  mi- 
norities and  whether  discrimination  is  a  factor.  I  particularly  want 
to  commend  Congressman  Wynn  for  his  efforts  to  bring  community 
groups,  bankers,  and  others  together  in  order  to  put  more  dollars 
into  underserved  communities. 
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Today  the  small  business  market  is  the  beneficiary  of  the  bank- 
ing industry's  increasing  awareness  of  their  attractiveness  as  cus- 
tomers. Indeed,  competition  is  fierce  for  their  business  relationship 
as  many  banks  in  our  regions  like  Crestar  are  committing  re- 
sources toward  serving  this  segment  of  the  market.  We  realize, 
however,  that  lending  in  this  segment  of  the  market  involves  dif- 
ferent risks,  some  of  which  are  more  difficult  for  a  lender. 

Typically,  small  businesses  tend  to  lack  the  characteristics  and 
financial  strengths  of  much  larger  firms.  Many  of  the  applications 
reviewed  by  banks  are  from  startups  or  firms  with  less  than  5 
years  of  operation.  According  to  Dunn  &  Bradstreet  reports  on 
business  failures,  these  firms  experience  a  high  failure  rate  of  ap- 
proximately 40  percent,  often  as  a  result  of  a  variety  of  factors. 

Recognizing  the  challenges  that  small  businesses  have  histori- 
cally faced  in  their  efforts  to  find  needed  financing,  Crestar  Bank 
responded  by  creating  a  separate  unit  known  as  the  Small  Busi- 
ness Loan  Center.  This  unit  was  developed  to  address  the  financial 
needs  of  businesses  having  sales  of  $2  million  or  less,  including 
startups,  and  will  aid  us  in  providing  productive  ways  to  address 
the  challenges  they  encounter. 

We  have  also  developed  a  variety  of  loan  products  to  help  small 
businesses  with  their  financing  needs.  TUD  products,  for  example, 
are  our  Crestar  business  line  developed  for  needs  of  smaller  bor- 
rowers. This  is  a  $5,000  to  $10,000  line  of  credit  that  can  be  used 
to  cover  cash  shortages  or  for  overdraft  protection.  There  is  a  3- 
year  commitment  and  it  can  be  accessed  simply  by  writing  a  check. 

The  second  is  the  Low  Doc  loan  whereby  an  applicant  need  only 
submit  an  application,  a  personal  financial  statement  and  the  last 
annual  financial  statement  or  tax  return  for  the  business  in  order 
to  receive  funds  to  finance  a  vehicle,  for  instance. 

In  addition  to  developing  special  loan  products  for  businesses, 
Crestar  has  made  changes  in  the  way  the  requests  for  these  prod- 
ucts are  even  evaluated. 

For  example,  in  the  past,  derogatory  information  on  an  owner's 
credit  report  may  have  been  an  automatic  denial.  We  now  attempt 
to  gather  from  the  borrower  information  concerning  the  cir- 
cumstances surrounding  this  rating.  Oftentimes,  we  have  discov- 
ered that  the  explanation  is  quite  acceptable,  and  are  able  to  grant 
the  loan  that  would  otherwise  not  have  been  granted.  We  have  also 
initiated  a  second  tier  or  a  second  look  program  or  policy  that  re- 
quires all  loans  declined  in  the  Business  Loan  Center  to  be  re- 
viewed by  the  manager  of  the  division  prior  to  informing  the  bor- 
rower of  this  decision. 

Our  experience  with  lending  to  small  businesses  revealed  also 
that  many  potential  borrowers  lack  the  understanding  of  what  is 
needed  to  gain  access  to  the  capital  markets  and  often  approach 
the  banks  unprepared  for  the  credit  process.  When  the  bank  was 
not  able  to  approve  a  loan,  the  borrower  was  at  a  loss  as  to  where 
to  turn  next. 

To  address  these  and  other  issues,  Crestar  created  the  Small 
Business  Resource  Center  to  complement  the  Business  Loan  Cen- 
ter. The  Small  Business  Resource  Center  provides  free  one-on-one 
counseling,  business  plan  development  assistance,  referrals  to  free 
or  low-cost  technical  assistance  sources  outside  of  the  bank  and 
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help  in  accessing  both  public  and  private  funding  sources.  In  cer- 
tain cases,  we  will  explore  the  extent  to  which  participation  and 
credit  enhancement  programs  or  alternative  financing  might  be 
warranted. 

Crestar  also  participates,  along  with  a  number  of  area  banks,  in 
several  collaborative  lending  pools  and  has  representatives  on  their 
boards.  We  have  also  committed  over  $1  million  in  support  to  these 
funds. 

As  a  result  of  the  undertakings  described  earlier,  in  the  first  two 
quarters  of  1994  alone,  loan  volume  has  exceeded  production  for 
the  entire  year  of  1993  in  the  Washington  area  with  a  large  per- 
centage of  those  loans  being  made  in  low-  to  moderate-income  cen- 
sus tracts.  As  you  can  see,  Crestar  has  made  significant  inroads  in 
overcoming  the  obstacles  to  small  business  lending  through  our  cre- 
ative programs  and  our  Small  Business  Resource  Center,  as  men- 
tioned earlier. 

On  the  issue  of  increased  reporting  as  suggested  by  H.R.  918, 
while  Crestar  believes  it  is  well-intentioned,  there  are  some  con- 
cerns over  the  usefulness  of  the  information  reported.  We  are  of  the 
opinion  that  disclosures  may  provide  policymakers  with  an  incom- 
plete picture  of  the  lending  market,  leaving  them  with  suspect  data 
upon  which  to  base  future  policy  judgments.  Then  there  is  always 
the  problem  of  cost.  Additional  reporting  in  this  area  may  add  to 
the  already  substantial  regulatory  burden. 

The  FDICIA-required  small  business  disclosure  requirements 
greatly  add  to  these  compliance  costs,  forcing  banks  to  allocate  ad- 
ditional funds  and  personnel  to  compliance  issues.  The  additional 
proposed  CRA  changes  only  add  to  that.  While  banks  may  be  will- 
ing to  bear  a  portion  of  this  added  cost,  we  are  concerned  that  at 
some  point  it  will  be  the  small  business  borrower  that  will  ulti- 
mately bear  these  costs. 

One  other  point  of  note.  Supporters  of  increased  reporting  sug- 
gest that  business  loan  disclosure  would  work  just  like  HMDA  re- 
porting for  home  mortgage  loans.  Business  loans  are  not  like  mort- 
gage loans.  More  often  than  not,  small  businesses  have  no  tangible 
collateral  and  the  ability  of  a  small  business  to  repay  is  far  more 
complicated  to  determine,  particularly  for  new  businesses  that  have 
no  earnings  history.  And  a  key  distinction,  there  is  no  secondary 
market  for  small  business  loans. 

Crestar  perceives  many  disadvantages  to  increased  reporting  re- 
quirements. For  small  and  minority  owners,  these  requirements 
will  cause  the  businesses  to  spend  more  time,  effort,  and  money 
simply  to  ask  their  bank  for  a  loan. 

Mr.  Chairman,  once  again,  I  thank  you  for  your  gracious  invita- 
tion to  appear  before  you  on  these  issues.  This  concludes  my  formal 
remarks  and  I  will  be  happy  to  respond  to  any  questions  that  you 
or  the  subcommittee  may  have. 

[The  prepared  statement  of  Mr.  Mims  can  be  found  in  the 
appendix.] 

Chairman  Neal.  Thank  you,  sir,  very  much. 

Mr.  Smith. 
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STATEMENT  OF  WAYNE  SMITH,  CHAIRPERSON,  BLACK  URBAN 
ALLIANCE:  AFRICAN  AMERICAN  CHAMBER  OF  COMMERCE 
OF  NEW  JERSEY,  NEWARK,  NJ 

Mr.  Smith.  Good  morning,  Mr.  Chairman.  Thank  you  for  allow- 
ing me  to  have  the  opportunity  to  testify  before  this  subcommittee, 
and  also  to  Congressman  Wynn  who  has  taken  the  lead  in  making 
this  very  critical  issue  a  point  of  discussion  this  morning.  And  also 
to  our  New  Jersey  Congressman,  Congressman  Klein,  in  whose 
congressional  district  we  recently  launched  a  chapter. 

Good  morning.  My  name  is  Wayne  Smith  and  I  have  the  pleas- 
ure of  serving  as  chairman  of  the  Black  Urban  Alliance:  The  Afri- 
can American  Chamber  of  Commerce  of  New  Jersey.  In  addition, 
I  also  have  the  pleasure  of  serving  on  two  banks'  community  rein- 
vestment committees  in  New  Jersey. 

Our  organization's  mission  is  the  development  of  African- 
American  owned  firms  in  New  Jersey,  especially  in  urban  commu- 
nities. Financing  for  these  firms  becomes  an  issue. 

After  working  with  firms  both  successfully  and  unsuccessfully  to 
obtain  financing  from  banks,  our  organization  decided  to  employ 
some  different  strategies  that  we  thought  would  help  our  success 
rate.  After  examining  and  reexamining  the  Community  Reinvest- 
ment Act,  we  developed  an  alliance  with  New  Jersey  Citizen  Ac- 
tion, a  coalition  of  community  organizations  which  had  developed 
a  good  track  record  deploying  CRA  challenges  to  get  low-  to 
moderate-income  housing  monies. 

Again,  we  have  had  modest  success  with  this  approach,  primarily 
because  CRA  does  not  require  minority  business  lending.  Many 
banks  don't  feel  obligated  to  enter  into  an  agreement  with  target 
goals  for  minority  business  lending.  Participating  in  these  delicate 
negotiations  with  banks  has  been  difficult  because  many  banks 
have  very  little  data  themselves,  or  profess  to  have  very  little  data, 
on  how  much  they  actually  lend  to  minority  firms. 

Our  organization  would  like  to  go  on  record  supporting  H.R.  918, 
a  bill  sponsored  by  Congressman  Wynn  of  Maryland,  which  would 
amend  the  Federal  Deposit  Insurance  Act.  We  believe  the  data  will 
foster  a  look  at  what  banks  are  in  fact  lending  to  minority-owned 
firms  and  we  also  believe  that  financial  institutions  can  do  better 
in  this  regard. 

Other  organizations  like  the  Monmouth  Ocean  Minority  Invest- 
ment Corp.,  also  a  minority  business  organization  designed  to  help 
finance  minority  firms,  supports  H.R.  918  as  you  will  see  in  an 
attachment  to  the  statement,  along  with  other  supportive 
information. 

Discrimination  in  business  lending  is  more  subtle,  obviously, 
than  mortgage  lending,  however,  it  does  exist.  As  Hugh  Price,  the 
new  president  and  CEO  of  the  National  Urban  League  reminded 
us  about  racism,  and  I  quote,  still  a  well-documented,  undeniable 
reality  in  employment,  housing,  lending,  and  the  like. 

Hudson  City  Savings  and  Loan,  a  New  Jersey  bank,  refuses  to 
agree  to  place  minority  business  lending  in  a  current  negotiation 
for  a  community  reinvestment  agreement  which  the  final  negotia- 
tions are  happening  today.  Their  rationale  is  that  minority  busi- 
ness lending  is  not  a  requirement  of  CRA. 
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I  relinquished  my  seat  at  the  negotiation  table  this  morning  to 
come  testify  before  Congress.  How  timely  Congressman  Wynn's  bill 
is.  It  is  not  just  marginal  minority  businesses  that  experience  prob- 
lems with  financial  institutions.  I  know  firms  who,  on  the  Black 
Enterprise  Magazine  Ranking  Top  100  black-owned  businesses  in 
the  United  States,  in  New  Jersey  who  still  have  difficulty  obtaining 
financing. 

While  H.R.  918  won't  solve  all  the  problems  regarding  minority 
business  lending,  it  is  certainly  an  important  step. 

Thank  you  very  much. 

[The  prepared  statement  of  Mr.  Smith  can  be  found  in  the 
appendix.] 

Chairman  Neal.  Thank  you,  sir,  very  much. 

And  thanks  to  all  of  our  panel. 

Mr.  Wynn. 

Mr.  Wynn.  Thank  you,  Mr.  Chairman. 

Also,  I  would  like  to  thank  our  panel  members, 

Mr.  Mims,  I  am  familiar  with  Crestar  Bank,  you  are  in  our  re- 
gion predominantly — well,  a  larger  minority  region,  so  con- 
sequently your  programs  are  geared  to  our  market  and  I  think  that 
is  commendable.  Perhaps,  if  this  legislation  passes,  some  of  these 
other  banks  around  the  country  will  adopt  some  of  these 
techniques. 

Nonetheless,  you  expressed  some  reservations  that  I  wanted  to 
inquire  about,  specifically  with  respect  to  the  cost.  Can  you  give  me 
an  estimate  of  about  how  much  per  loan  applicant  the  cost  would 
be? 

Mr.  MiMS.  At  the  present  time.  Congressman,  I  don't  have  that 
information  at  hand.  If  you  are  interested  in  that,  I  can  get  back 
to  you  in  writing  with  the  cost. 

Mr.  Wynn.  OK.  Is  it  fair  to  say  that  in  all  probability,  these 
fees — the  cost  per  applicant  is  around  $50? 

Mr.  MiMS.  Again,  not  having  those  exact  numbers,  I  am  unable 
to  answer  that  question. 

Mr.  Wynn.  Isn't  the  norm  generally  to  pass  these  fees  through 
to  the  customer? 

Mr.  MiMS.  Not  in  all  cases.  In  some  cases,  the  bank  does  provide 
for  some  of  those  fees  to  be  absorbed,  either  through  an  interest 
rate  variable  or  through  the  bank  itself,  but  no,  not  in  all  cases 
does  every  credit  extension  to  a  small  borrower  carry  fees  with  it. 

Mr.  Wynn.  So  it  would  be  fair  to  say,  though,  that  sometimes  the 
banks  eat  some  of  the  fee,  but  sometimes  the  fees  are  passed 
through. 

Mr.  MiMS.  Depending  on  the  product,  yes. 

Mr.  Wynn.  The  other  question  I  had — well,  there  are  two  mem- 
bers who  haven't  had  a  chance  to  ask  any  questions.  I  think  I  will 
defer  to  you  at  this  time,  and  I  will  submit  some  written  questions. 

I  thank  you  for  your  participation. 

Chairman  Neal.  Thanks. 

Mr.  Klein. 

Mr.  Klein.  Thank  you  very  much,  Mr.  Chairman. 

First  of  all,  I  just  want  to  take  this  opportunity — I  don't  know 
whether  anybody  else  said  anything,  this  is  the  last  meeting  that 
you  will  be  chairing  of  our  subcommittee,  Mr.  Chairman,  and  I  just 
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want  to  express  on  a  personal  basis  how  wonderful  your  leadership 
has  been  to  all  of  us,  what  great  accomplishments  you  have  led  us 
to,  and  we  are  going  to  miss  you  very,  very  much.  I  know  I  will. 

Chairman  Neal.  Thank  you,  Mr.  Klein. 

Mr.  Klein.  I  also  want  to  compliment  Mr.  Wynn  for  his  leader- 
ship in  the  area  of  minority  business  lending  which  has  been  a 
major  priority  of  mine  during  these  2  years  in  Congress. 

I  am  going  to  be  very  brief  in  view  of  the  short  time  available. 
But  Mr.  Smith,  I  welcome  your  appearance  here,  I  am  glad  to  see 
you.  Your  comment  about  Hudson  City  Savings  Bank  was  brought 
to  my  attention  earlier  this  morning,  and  I  just  wanted  to  observe 
that  we,  of  course,  want  to  see  all  financial  institutions  comply 
with  CRA,  not  only  in  letter,  but  in  spirit  as  well. 

And  Hudson  City  does  have  a  significant  presence  in  my  congres- 
sional district,  although  I  don't  know  whether  it  has  an  office  in 
any  of  the  older  urban  cities.  I  was  informed,  and  I  have  no  per- 
sonal knowledge  of  this,  that  Hudson  City  lends  exclusively  for 
housing.  I  don't  know  whether  that  is  so  or  not.  But  I  wanted  to 
extend  to  you  my  good  offices,  if  I  can  be  of  assistance  in  working 
with  you  and  with  Hudson  City,  to  try  to  work  out  an  accommoda- 
tion for  lending  by  Hudson  City  in  the  urban  areas  of  my  district. 
So  that  offer  is  extended,  and  I  hope  we  can  move  forward. 

Mr.  Smith.  I  look  forward  to  working  with  you,  Congressman. 

Mr.  Klein.  Thank  you  very  much,  Mr.  Smith. 

Thank  you,  Mr.  Chairman. 

Chairman  Neal.  Yes,  sir.  Thank  you,  Mr.  Klein. 

Mr.  Barrett. 

Mr.  Barrett.  Thank  you,  Mr.  Chairman. 

Like  Mr.  Klein,  I  want  to  wish  you  the  best  in  your  future.  I 
think  that  the  three  of  us,  the  three  members  here  with  you  as 
freshmen  were  sort  of  like  first  graders.  We  will  always  remember 
our  first  grade  teacher.  Maybe  you  don't  like  that  analogy,  but  in 
many  ways  that  is  the  role  that  you  played  for  us  and  I  certainly 
appreciate  it,  and  you  have  done  a  great  job  on  this  subcommittee. 

I  also  want  to  congratulate  Mr.  Wynn  on  the  excellent  work  that 
he  has  done  in  this  area.  He  really  has  been  a  leader  in  Congress 
in  doing  this. 

Mr.  Mims,  since  you  are  the  one  on  the  panel  that  seems  to  have 
the  most  concerns  with  Mr.  Wynn's  bill  here,  I  assume  that  every- 
one here  shares  the  goal  of  having  greater  lending  in  minority  com- 
munities, and  given  the  fact  that  you  think  that  this  may  be  a  little 
burdensome,  what  do  you  think  Congress  should  do  to  improve  that 
if  you  could  rattle  off  two  or  three  things  that  you  think  we  could 
do  to  help  in  that  area? 

Mr.  MiMS.  Well,  that  is  something  that  has  come  up  in  the  bank 
several  times,  and  I  would  like  to  defer  to  Ms.  Mann  who  may  have 
some  comments  on  that. 

Mr.  Barrett.  Great. 

Ms.  Mann.  Thank  you,  Congressman. 

In  my  role  with  the  Crestar  Bank,  I  have  an  opportunity  to  look 
at  all  areas  of  our  lending  and  policy  decisions.  For  small  business, 
we  have  got  some  real  challenges.  One  of  the  things  that  we  think 
will  be  helpful  is  a  better  presence  of  the  Small  Business  Adminis- 
tration and  programs  and  loan  products  that  better  suit  the  needs 
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of  small  business  borrowers  and  are  more  consistent  with  under- 
writing guidelines,  to  which  regulated  institutions  are  held.  That 
would  De  helpful. 

Another  thing  that  I  think  would  make  a  lot  of  difference  is  the 
educational  and  outreach  efforts  that  banks  are  very  much  leading 
that  charge  now,  by  better  educating  potential  borrowers  about  the 
constraints  that  we  are  looking  at.  When  we  are  lending  to  a  cor- 
porate structure,  we  are  lending  based  on  the  financial  strength  of 
that  corporate  structure. 

In  most  cases,  that  is  the  most  prudent  way  to  make  small  busi- 
ness loans.  When  we  are  forced  to  look  to  collateral  that  is  per- 
sonal, a  person's  home  or  other  personal  assets,  we  are  not  lending 
in  the  best  possible  mode.  We  understand  that  is  sometimes  nec- 
essary and  many,  many  small  business  customers  are  assisted  with 
these  retail  and  consumer  products,  equity  products,  and  others, 
that  really  don't  hit  the  Call  Reports  and  other  documents  that  you 
are  looking  at  when  you  evaluate  the  extent  to  which  credit  is 
available  to  small  business  owners.  Those  are  the  two  major  things 
we  would  want  to  start  with. 

A  secondary  market  would  be  very  helpful  as  well.  Some  source 
to  support  the  credit  extensions  of  the  private  banking  community. 

Mr,  Barrett.  How  do  you  think  a  secondary  market  would  be 
able  to — ^it  is  so  different  from  the  mortgage  market  in  that  the 
products  are  so  different. 

Ms.  Mann.  That  is  exactly  right,  and  that  is  part  of  the  struc- 
tural challenge  that  we  are  talking  about.  But  some  sense  that  you 
own  a  credit  for  a  certain  period  of  time,  but  in  the  event  that  you 
get  a  portfolio  that  is  performing  well,  you  could  hand  it  off  and 
renew  your  source  of  funding  for  other  small  business  borrowers 
would  be  helpful. 

Mr.  Barrett.  In  the  light  of  the  time,  I  will  yield  back  the  bal- 
ance of  my  time. 

Chairman  Neal.  We  have  another  2  or  3  minutes  if  someone  else 
would  like  to 

Mr.  Barrett.  Mr.  Chairman,  I  would  ask  unanimous  consent  to 
have  an  opening  statement  I  would  like  to  submit  for  the  record. 

Chairman  Neal.  Without  objection,  so  ordered. 

[The  prepared  statement  of  Mr.  Barrett  can  be  found  in  the 
appendix.] 

Mr.  Klein.  I  would  similarly  ask  unanimous  consent. 

I  also  would  like  to  observe,  Ms.  Mann,  that  there  are  several 
secondary  market  bills  that  are  presently  pending  that  have  come 
out  of  this  Banking  Committee.  I  am  the  author  of  one,  Congress- 
man Kanjorski  and  Congressman  Barney  Frank  both  have  bills, 
and  we  are  trying  to  work  on  a  cooperative  venture.  So  we  would 
certainly  welcome  your  input  and  that  from  other  members  of  the 
panel.  I  quite  agree  with  you  that  a  secondary  market  is  a  tremen- 
dous help  in  terms  of  small  business  lending. 

Ms.  Mann.  There  is  also  one  point  I  would  like  to  express,  and 
this  is  a  personal  view,  and  I  think  there  are  many  people  of  color 
who  would  share  it.  The  prospect  that  there  would  be  available  in 
a  credit  file  and,  therefore,  to  potential  new  creditors  or  a  credit  re- 
porting agency,  information  that  related  to  my  race  is  sort  of — casts 
a  considerable  pall  on  me.  It  is  a  throwback  to  the  days  when  we 
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were  registered  at  birth  by  race  and  those  sort  of  notations  were 
made.  That  makes  me  a  little  bit  uncomfortable. 

Mr,  Boyd.  Congressman,  excuse  me.  I  am  not  a  legislator  or  a 
banker,  I  am  just  a  small  businessman.  What  I  am  saying  is  if  it 
costs  me  $100  to  get  a  loan  processed,  it  would  be  cheap.  I  am  pay- 
ing 30  percent  in  the  secondary  market  and  sometimes  I  have  to 
pay  as  much  as  $150  to  $200  a  month  for  $1,000  to  borrow,  OK? 
So  when  you  start  talking  to  me  about  $50,  $60,  $70  to  process  a 
loan,  that  is  not  an  issue  for  small  business. 

The  bottom  line  is  we  need  access  to  capital,  and  I  think  for  us 
to  get  involved  in  a  process  that  says,  it  is  going  to  cost  $25  or  $30 
to  process  a  loan  is  really  ridiculous  when  you  talk  about  a  seg- 
ment of  the  market  that  is  locked  out  of  access  to  competitive  cap- 
ital. When  you  are  paying  30  percent  as  opposed  to  10  percent,  $25 
is  not  a  lot  of  money. 

Chairman  Neal.  Thank  you.  I  think  we  had  better  probably 

Mr.  Wynn.  Mr.  Chairman,  could  I  have  a  quick  word? 

Chairman  Neal.  Sure. 

Mr.  Wynn.  Two  words.  Mr.  Boyd,  first  of  all,  thank  you.  I  think 
you  made  my  point  that  the  costs  generally  are  passed  through 
anyway.  It  should  not  be  a  particular,  given  the  centralization  that 
is  going  to  come  as  a  result  of  legislation  that  we  just  passed  to 
facilitate  banking  industry  operations. 

A  couple  of  people  mentioned  this  notion  that  identification  of 
race  may  somehow  be  a  negative  factor.  I  just  want  to  say  that, 
first  of  all,  it  is  done  all  the  time;  it  is  a  fact  of  life,  and  to  the 
extent  we  can  use  it  for  a  progressive  purpose,  I  think  it  is  some- 
thing that  we  ought  to  do. 

And  the  fact  of  the  matter  is,  they  know  the  race  of  the  appli- 
cant. I  think  we  should  not  be  naive  and  suggest  that  the  race  of 
the  applicant  is  not  known,  either  based  on  tne  census  tract,  ad- 
dress, the  same  information  the  insurance  industry  uses  to  redline. 

Finally,  on  probably  a  more  positive  note,  Mr.  Chairman,  al- 
though I  am  not  a  member  of  your  subcommittee,  I  do  have  a  great 
respect  for  the  work  that  you  have  done  over  the  years.  Your  col- 
leagues on  the  subcommittee  have  testified  to  your  work  as  their 
leader,  but  I  have  observed  you  and  always  found  you  to  be  a  gen- 
tleman, very  cooperative  and  willing  to  hear  all  points  of  view. 

And  I  also  want  to  congratulate  you  on  your  years  of  service  and 
wish  you  the  best  in  your  retirement,  and  thank  you  for  this 
hearing. 

Chairman  Neal.  Thank  you,  sir,  very  much. 

Thanks  to  our  panel  again.  We  have  to  wrap  it  up  now. 

We  will  stand  adjourned,  subject  to  the  call  of  the  Chair. 

[Whereupon,  at  10:55  a.m.,  the  hearing  was  adjourned,  subject  to 
the  call  of  the  Chair.] 
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OPENING  STATEMENT  OF  CHAIRMAN  STEPHEN  NEAL 

HEARING  ON  CREDIT  AVAILABILITY 
TO  MINORITY-OWNED  SMALL  BUSINESSES 

SUBCOMMITTEE  ON  FINANCIAL  INSTITUTIONS  SUPfSVISION, 

REGULATION  AND  DEPOSIT  INSURANCE 

COMMITTEE  ON  BANKING.  FINANCE,  AND  URBAN  AFFAIRS 

October  6,  1994 

Good  Morning.  Today,  the  Subcommittee  on  Financial  Institutions,  Supervision,  R^ulation, 
and  Deposit  Insurance  examines  the  issue  of  credit  availability  to  minority  businesses.  The 
Subcommittee  is  holding  this  hearing  because  of  reports  that  many  creditworthy  minority-owned  small 
businesses  are  having  difficulty  obtaining  credit,  and  because  of  the  concerns  some  have  expressed  that 
lending  discrimination  is  an  obstacle  facing  these  firms. 

At  the  outset,  let  me  commend  two  of  my  colleagues,  Mr.  Wynn  and  Ms.  Waters,  for  their 
leadership  on  this  issue.  They  have 

worlced  diligently  to  push  this  issue  to  the  top  of  a  crowded  Congressional  agenda. 

For  some  time  now.  Congress  and  bank  regulaton  have  focused  attention  on  credit  availability 
for  minority  home  buyers,  and  the  discrimination  faced  by  such  buyers.  Today,  we  turn  our  attention 
on  credit  to  minority-owned  businesses. 

Although  the  Equal  Credit  Opportunity  Act  prohibits  credit  discrimination  on  the  basis  of  race, 
among  other  things,  and  the  Community  Reinvestment  Act  encourages  financial  institutions  to  help  meet 
the  needs  of  the  entire  local  community  in  which  they  are  chartered,  including  low-  and  moderate- 
income  neighborhoods,  we  all  know  that  discrimination  still  occurs,  and  that  not  all  deserving  credit 
applicants  receive  credit. 

In  contrast  to  mortgage  lending,  for  which  we  have  data  available  through  the  disclosure 
requirements  of  the  Home  Mortgage  Disclosure  Act,  we  have  little  data  available  to  evaluate  the 
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availability  of  credit  to  minority-owned  businesses.    However,  anecdotal  evidence  shows  that  many 

creditworthy  minority  businesses  are  unable  to  obtain  the  capital  necessary  for  their  businesses  to  grow 

and  prosper.   Some  of  the  witnesses  here  today  will  testify  to  this  effect. 

Today's  hearing  will  examine  the  status  of  credit  availability  to  minority-owned  businesses,  the 
specific  problems  faced  by  minority  businesspeople  in  obtaining  credit,  and  the  actions  taken  by 
r^ulators,  bankers,  and  minority  buunesspeople  to  remedy  these  problems  and  improve  credit 
availability  to  such  businesses.  Specifically,  we  will  examine  the  various  proposals  such  as  H.R.  918, 
introduced  by  Mr.  Wynn,  H.R,  1700  introduced  by  Ms.  Waters,  and  the  Community  Reinvestment  Act 
proposal  recently  revised  by  the  OCC. 

Our  first  panel  consists  of  the  Honorable  John  P.  LaWare,  Governor,  Board  of  Governors, 
Federal  Reserve  System;  the  Honorable  Andrew  C.  Hove,  Jr.,  Acting  Chairman,  Federal  Deposit 
Insurance  Corporation;  the  Honorable  Jonathan  L.  Fiechter,  Acting  Director,  Office  of  Thrift 
Supervision;  and  Susan  F.  Krause,  Senior  Deputy  Comptroller  for  Bank  Supervision  Policy,  Office  of 
the  Comptroller  of  the  Currency. 

Our  second  panel  includes  Ms.  Toni  Hawkins,  Executive  Director  of  the  National  Black  Business 
Council,  Silver  Spring,  Maryland;  Mr.  Harrison  Boyd,  of  MB  Associates,  Clinton,  Maryland;  Mr.  Deric 
Mims,  Vice  President  of  Crestar  Bank,  Washington,  D.C.,  and  Mr.  Wayne  Smith,  Chairperson,  the 
Black  Urban  Alliance:  African  American  Chamber  of  Commerce  of  New  Jersey. 

I'd  like  to  welcome  ail  of  you  here  today.  I  look  forward  to  your  testimony.  But  first,  let  me 
ask  if  other  members  of  the  Subcommittee  wish  to  say  a  few  words. 
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103d  congress 
1st  Session 


H.R.918 


To  amend  the  Federal  Deposit  Insurance  Corporation  Improvement  Act  of 
1991  to  pro\ide  for  greater  disclosure  of  lending  to  small  businesses. 


IN  THE  HOUSE  OF  REPRESENTATIVES 

February  16,  1993 

Mr.  Wynn  (for  himself,  Ms.  E.B.  JOHNSON  of  Texas,  and  Mr.  Wilson)  intro- 
duced the  foUoAving  bill;  which  was  referred  to  the  Committee  on  Bank- 
ing, Finance  and  Urban  Affairs 


A  BILL 

To  amend  the  Federal  Deposit  Insurance  Corporation  Im- 
provement Act  of  1991  to  provide  for  greater  disclosure 
of  lending  to  small  businesses. 

1  Be  it  enacted  hy  the  Senate  and  House  of  Representa- 

2  tives  of  the  United  States  of  America  in  Congress  assembled, 

3  SECTION  1.  SHORT  TITLE. 

4  This  Act  may  be  cited  as  the  "Small  Business  Lend- 

5  ing  Disclosure  Act  of  1993". 
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1  SEC.   2.    GREATER   DISCLOSURE   OF   LENDING   TO   SMALL 

2  BUSINESSES. 

3  Section  122(c)   of  Federal  Deposit  Insurance  Cor- 

4  poration  Improvement  Act  of  1991  (12  U.S.C.  1817  nt.) 

5  is  amended — 

6  (1)  by  striking  "may"  and  inserting  "shall"; 

7  (2)  in  paragraph  (1),  by  striking  "to  small  busi- 

8  nesses."  and  inserting  "to  small  businesses,  and  the 

9  total  number  and  aggregate  dollar  amount  of  appli- 

10  cations  received  for  such  loans,  in  each  of  the  foUow- 

1 1  ing  categories  (as  determined  on  the  basis  of  the  an- 

12  nual  sales  of  the  small  business): 

13  "(A)  Businesses  ■with  annual  sales  of  less 

14  than  $100,000. 

15  "(B)  Businesses  with  annual  sales  greater 

16  than    or    equal    to    $100,000    but    less    than 

17  $250,000. 

18  "(C)  Businesses  with  annual  sales  greater 

19  than    or    equal    to    $250,000    but    less    than 

20  $500,000. 

21  "(D)  Businesses  with  annual  sales  greater 

22  than    or    equal    to    $500,000    but    less    than 

23  $1,000,000. 

24  "(E)  Businesses  with  annual  sales  greater 

25  than    or    equal    to    $1,000,000    but    less    than 

26  $10,000,000.";  and 

•HR  918  IH 
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1  (3)   by  adding  at  the   end   the   following  new 

2  paragraph: 

3  "(4)   The  total   number  and   aggi-egate   dollar 

4  amount  of  commercial  loans  and  commercial  real  es- 

5  tate  loans,  and  the  total  number  and  aggregate  dol- 

6  lar  amount  of  applications  received  for  such  loans,  in 

7  each  of  the  following  categories: 

8  "(A)  Minority-owned  businesses. 

9  "(B)  Startup  businesses. 

10  "(C)  Businesses  in  operation  for  less  than 

11  1  year  (other  than  startup  businesses).". 

o 
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STATEMENT  OF  THE  HONORABLE  ALBERT  R.  WYNN  (MD) 
BEFORE  THE  SUBCOMMITTEE  ON  FINANCIAL  INSTITUTIONS,  REGULATION 

AND  DEPOSIT  INSURANCE 

October  6,  1994 

Thank  you  Mr.  Chairman  for  calling  this  hearing  to 
examine  the  availability  of  credit  to  minority-owned 
small  businesses  and  to  look  at  legislation  that  I  have 
introduced,  H.R.  918,  that  would  require  financial 
institutions  to  disclose  the  number  and  amount  of  small 
business  loans  they  make. 

It  is  somewhat  ironic  that  this  was  the  first  piece  of 
legislation  that  I  introduced  when  I  came  to  Congress 
and  it  is  probably  the  last  bill  that  this  Committee  will 
consider  in  the  103rd  Congress.  Nevertheless,  Mr. 
Chairman  I  want  to  thank  you  for  your  outstanding 
work  during  this  Congress  in  working  with  me  and  my 
colleagues  that  have  shared  with  you  concerns  similar 
to  those  that  we  will  address  in  this  committee  today. 
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The  idea  of  small  business  lending  disclosure  is  not  new 
to  our  panelist  nor  to  this  committee.  It  has  come 
before  this  committee  in  one  form  or  another  for  many 
years.  During  the  years  I  and  my  colleagues  have  heard 
several  arguments  why  this  type  of  data  should  not  be 
collected.  The  primary  argument  being  that  it  is  too 
burdensome  to  the  banking  industry.  I  am  here  to  tell 
you  Mr.  Chairman  that  it  is  not  my  intent  to  create 
additional  paperwork  for  bankers.  It  is  my  hope  that 
bankers  will  spend  their  time  making  loans,  not  having 
to  respond  to  another  piece  of  paper  generated  by 
Congress. 

On  the  other  hand,  Mr.  Chairman  when  potential  credit 
worthy  minority  small  business  owners  throughout  the 
country  are  saying  that  they  are  being  rejected  for  small 
businesses  loans  for  no  apparent  reason,  I  believe  this 
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committee  must  act. 

We  have  models,  such  as  the  Home  Mortgage 
Disclosure  Act,  that  have  shown  that  when  this  type  of 
data  is  collected  we  get  to  the  root  of  the  problem. 
HMDA  data,  and  data  similar  to  this  have  shown  that 
patterns  of  denial  based  on  geography  and  ethnic 
background  unfortunately  dictate  lending  in  the  housing 
market.  I  know  that  similar  patterns  exist  in  small 
business  lending,  unfortunately  the  small  business 
community  does  not  have  the  tools  necessary  to 
bring  this  information  light. 

I  believe  it  is  time  that  we  stop  giving  anecdotal  figures 
on  small  business  lending  and  begin  to  have  banks 
disclose  this  information  so  the  public  will  have  an 
opportunity  to  recite  correct  data  and  decide  which 
financial  institutions  are  best  serving  their  needs. 
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I  am  pleased  that  the  federal  banking  regulators  are 
moving  in  the  direction  of  disclosing  more  information 
on  small  business  lending  under  their  revised 
Community  Reinvestment  Act  proposal.  While  I  am  not 
completely  satisfied  with  the  amount  of  data  that  will 
be  made  available  to  the  public,  I  believe  we  are  moving 
in  the  right  direction. 

I  look  forward  to  working  with  our  panelist  today  to 
ensure  that  worthwhile  data  is  collected  so  that  we 
may  get  to  the  heart  of  the  problem  surrounding  small 
business  lending. 
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OPENING  REMARKS  ON  THE  AVAILABILITY 
OF  CREDIT  TO  MINORITY-OWNED  BUSINESSES 

Rep.  Tom  Barrett 

Subcommittee  on  Financial  Institutions 
October  6,  1994 


3  Cannon  Office  Building 
Washington.  DC  20515 
(2021  226-3671 

135  West  Wells  Street 

Room  6 1 8 

Milwaukee.  WI  63203 

|4M|  297-1331 


FIRST,  I  WANT  TO  THANK  YOU,  CHAIRMAN  NEAL,  FOR  HOLDING  THIS 
IMPORTANT  HEARING  TODAY  TO  HELP  US  GATHER  MORE  INFORMATION 
ON  THE  AVAILABILITY  OF  CREDIT  TO  MINORITY-OWNED  SMALL 
BUSINESSES  AND  TO  HELP  US  DETERMINE  THE  NECESSITY  OF  H.R.  918, 
THE  SMALL  BUSINESS  LENDING  DISCLOSURE  ACT. 

I  ALSO  WANT  TO  THANK  CONGRESSMAN  AL  WYNN  FOR  INTRODUCING 
THIS  BILL  AS  WELL  AS  ALL  OF  THE  WITNESSES  WHO  WILL  BE  CALLED 
BEFORE  US  TODAY  TO  HELP  US  EXPLORE  H.R.  918  AND  THIS 
IMPORTANT  ISSUE. 

SMALL  BUSINESSES  ARE  TRULY  THE  BACKBONE  OF  AMERICA.    IT  IS  IN 
THIS  SECTOR  OF  OUR  ECONOMY  WHERE  MOST  JOBS  ARE  CREATED 
AND  WHERE  ECONOMIC  RECOVERIES  TAKE  OFF.    IN  THE  LAST  FEW 
YEARS,  THE  NUMBER  OF  SMALL  BUSINESS  JOBS  HAVE  DRAMATICALLY 
INCREASED  IN  OUR  COUNTRY.    AND  MINORITY-  AND  WOMEN-OWNED 
BUSINESSES  ARE  A  GROWING  SHARE  OF  THE  SMALL  BUSINESS 
COMMUNITY. 
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ALTHOUGH  RECENT  ECONOMIC  INDICATORS  SUGGEST  THAT  SMALL 
BUSINESS  GROWTH  WILL  CONTINUE,  THERE  ARE  FAR  TOO  MANY 
SMALL  BUSINESSES  IN  MY  CONGRESSIONAL  DISTRICT  AND  ACROSS 
AMERICA  THAT  LACK  ACCESS  TO  THE  CAPITAL  AND  CREDIT  THAT  IS 
ESSENTIAL  TO  SPUR  JOB  CREATION  AND  ECONOMIC  GROWTH. 

I  WAS  DEEPLY  DISTURBED  BY  RECENT  REPORTS  THAT  SHOW  THAT 
MANY  CREDIT  WORTHY  MINORITY-OWNED  SMALL  BUSINESSES 
CONTINUE  TO  EXPERIENCE  DIFFICULTY  OBTAINING  CREDIT  OVER  AND 
ABOVE  THEIR  MAJORITY-OWNED  COUNTERPARTS.    AND,  IRONICALLY, 
BANKS  ARE  IN  GOOD  SHAPE  TO  LEND.    IN  FACT,  OVER  THE  PAST  FEW 
YEARS,  MANY  BANKS  HAVE  EARNED  RECORD  PROFITS.    AND  THE 
INDUSTRY'S  RATE  OF  RETURN  ON  ASSETS  LAST  YEAR  WAS  THE 
HIGHEST  IN  DECADES. 

ALTHOUGH  THERE  ARE  SEVERAL  LAWS  ON  THE  BOOKS  INCLUDING  THE 
NEWLY  PASSED  COMMUNITY  DEVELOPMENT  FINANCIAL  INSTITUTIONS 
ACT  AND  THE  COMMUNITY  REINVESTMENT  ACT  WHICH  ADDRESS  THE 
CREDIT  NEEDS  OF  MINORITY  BUSINESS  OWNERS,  IT  IS  CLEAR  THAT 
ADDITIONAL  STEPS  ARE  NEEDED  TO  ENSURE  THAT  DISCRIMINATION 
DOES  NOT  OCCUR  IN  BUSINESS  CREDIT  DECISIONS. 
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ON  THE  OTHER  HAND.  SUCCESSFUL  EFFORTS  TO  MAKE  CREDIT 
AVAILABLE  TO  MINORITY  SMALL  BUSINESS  OWNERS  DO  EXIST  AND 
HAVE  SHOWN  EXCELLENT  RESULTS.    I  APPLAUD  THE  EFFORTS  OF  ALL 
THE  GOOD  BANKS  IN  MY  CONGRESSIONAL  DISTRICT  AND  ACROSS 
AMERICA  THAT  WORK  HARD  TO  ENSURE  THAT  OUR  MARKETS  ARE 
FAIR  TO  ALL  PEOPLE. 

I  LOOK  FORWARD  TO  WHAT  I  AM  SURE  WILL  BE  COMPELLING 
TESTIMONY.    AND  I  HOPE  TODAY'S  HEARING  WILL  LEAD  TO 
ADDITIONAL  AVENUES  TO  ADVANCE  AND  EXPAND  MINORITY 
BUSINESSES  IN  MY  DISTRICT  AND  THROUGHOUT  AMERICA. 
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Mr.  Chairman,  I  am  here  this  morning  to  discuss  the  availability  of  credit  to 
small  and  minority-owned  businesses  and  to  comment  on  the  data  collection  proposed  in 
H.R.  918. 

Small  businesses  play  an  essential  role  in  the  health  of  our  economy,  in  the 
creation  of  jobs,  in  the  generation  of  new  ideas,  and  in  the  competitive  process  which  is  so 
important  to  a  free  enterprise  economy.     Of  the  21  million  entities  that  filed  business  tax 
returns  in  1992,  all  but  14,000  were  small  businesses  --  using  the  Small  Business 
Administration's  guidelines  that  define  a  small  business  as  one  with  fewer  than  500 
employees.   In  fact,  the  great  majority  of  these  enterprises  had  fewer  than  20  employees. 

Minority-  and  women-owned  businesses  are  a  growing  share  of  this  small 
business  community.    In  1987,  the  latest  year  for  which  data  are  available,  it  is  estimated 
that  there  were  1.2  million  minority-owned  businesses  and  over  4  million  women-owned 
businesses,  an  increase  of  more  than  64  percent  and  57  percent,  respectively,  from  5  years 
earlier. 

More  significant  than  the  number  of  small  businesses  is  the  contribution  that 
these  firms  make  to  economic  growth  and  employment.   The  Small  Business 
Administration  estimates  that  small  businesses  account  for  more  than  half  of  private 
employment  and  about  half  of  private-sector  output.   There  is  no  doubt  that  a  vibrant  small 
business  community  is  an  essential  ingredient  for  the  economic  health  of  our  nation,  both 
in  urban  centers  and  rural  communities. 
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Banks  and  Small  Businesses 

Commercial  banks  historically  have  had  a  crucial  relationship  with  small 
businesses.    The  Federal  Reserve's  1989  National  Survey  of  Small  Business  Financing 
revealed  that  local  commercial  banks  are  the  primary  suppliers  of  most  financial  products 
used  by  established  small  firms.   In  addition  to  commercial  loans,  banks  supply  other  types 
of  credit  and  lease  financing  and  a  wide  range  of  deposit,  brokerage,  and  trust  services. 
The  lending  relationship  is  especially  important  to  small  firms  whose  access  to  public 
capital  markets  is  limited.    Data  ft-om  the  1989  survey  indicated  that  almost  half  of  the 
external  debt  financing  of  small  businesses  came  from  commercial  banks.    In  addition, 
small  firms  rely  on  credit  from  nonbank  depository  institutions  and  finance  companies,  on 
trade  credit,  and  on  loans  from  family  and  friends. 

Just  a  few  years  ago,  when  the  banking  industry  was  under  severe  stress  from 
problems  in  real  estate  and  agriculniral  loans,  and  lingering  problems  on  loans  to 
developing  countries,  there  were  very  real  concerns  about  the  negative  implications  for 
financing  small  businesses.   Commercial  bank  failures  rose  sharply  in  the  last  half  of  the 
1980s  and  remained  high  during  the  1990-91  recession;  the  cost  of  these  failures  prompted 
the  Congress  and  the  regulatory  agencies  to  adopt  new,  more  stringent  regulatory 
standards.    Many  banks  undertook  major  programs  to  bolster  the  quality  of  their  assets, 
restructure  their  balance  sheets,  and  reduce  operating  losses,  with  the  result  that  new 
lending  --  especially  business  loans  secured  by  real  estate  ~  slowed  dramatically.    Many 
long-time  customers  of  banks  were  unable  to  renew  loans  or  had  credit  lines  reduced.   The 
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severity  of  the  so-called  "credit  crunch"  prompted  questions  about  the  longer-term  direction 
the  banking  system  was  taking  and  raised  concern  about  financing  for  small  businesses. 

Fortunately,  the  credit  crunch  had  a  relatively  short  life  span.    Since  1991, 
efforts  by  banks  to  strengthen  operating  efficiency  and  build  capital  positions  have  paid  off. 
Over  the  past  couple  of  years,  banks  have  earned  record  profits;  the  industry's  rate  of 
return  on  assets  in  1993  was  the  highest  in  decades  and  has  declined  only  a  bit  this  year. 
Both  large  and  small  banks  have  substantially  strengthened  their  capital  ratios;  for  the 
industry  as  a  whole,  the  ratio  of  equity  capital  to  assets  at  7.8  percent  and  the  total  risk- 
based  capital  ratio  of  13.2  percent  this  year  are  well  above  regulatory  minimums.    Only  36 
commercial  banks  in  the  U.S.  failed  to  meet  the  minimum  capital  standards  in  June  of  this 
year,  and  only  1 1  banks  have  failed  in  the  past  9  months. 

The  net  result  is  that  the  credit  crunch  is  no  longer  the  issue.    Banks  are  in 
good  shape  to  lend,  and  in  the  past  year  have  experienced  a  surge  in  business  loan  growth, 
partly  as  a  result  of  competitive  solicitation.    Over  die  first  6  months  of  1994,  business 
loans  in  the  aggregate  expanded  at  an  annual  rate  of  8.5  percent,  and  growth  was  even 
su-onger  in  July  and  August.    The  pickup  has  been  apparent  at  thousands  of  smaller  banks 
whose  loans  are  made  almost  exclusively  to  small  businesses,  as  well  as  at  large  domestic 
and  foreign  banks.   The  banks  are  helping  to  meet  the  increased  demand  for  loans  as  the 
pace  of  economic  activity  accelerated.    In  addition,  the  Board's  survey  of  senior  loan 
officers  has  revealed  a  fairly  general  easing  of  standards  and  terms  for  commercial  and 
industrial  loans  to  both  small  and  large  businesses  over  the  last  year  and  one-half.   Surveys 
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by  the  National  Federation  of  Independent  Business  report  that  credit  availability  has  not 
been  a  concern  for  its  members.   Its  most  recent  surveys  also  suggest  that  borrowing 
activity  has  picked  up  considerably.    Thus,  when  we  speak  today  about  the  availability  of 
credit  to  small  businesses,  it  is  with  a  much  different  perspective  ~  and  a  much  more 
positive  one  -  than  two  or  three  years  ago. 
Credit  for  Minority-owned  Small  Businesses 

The  specific  focus  of  this  hearing  is  on  the  availability  of  credit  to  minority- 
owned  businesses.    The  committee  is  responding  to  reports  that  creditworthy,  minority- 
owned  firms  have  difficulty  obtaining  credit  and  to  concerns  that  lending  discrimination  is 
one  of  the  obstacles.   The  Subconimittee  is  interested  in  exploring  the  extent  to  which  H.R. 
918  and  other  proposals  may  provide  a  productive  means  for  addressing  these  issues. 

H.R.  918  would  amend  the  FDICIA  to  require  insured  depository  institutions  to 
submit  annually  information  on  small  business  and  small  farm  lending  in  "call  reports" 
provided  to  the  federal  banking  agencies.   The  bill  would  require  institutions  to  provide  the 
total  number  and  dollar  amount  of  loans  made,  and  the  total  number  and  dollar  amount  of 
applications  received  for  small  business  loans.   Institutions  would  have  to  report  separately 
data  for  five  different  size  classifications  of  businesses;  for  example,  data  would  be 
reported  for  businesses  with  annual  sales  of  less  than  $100,000.    Institutions  would 
separately  report  the  total  number  and  dollar  amount  of  loans  made,  and  the  total  number 
and  dollar  amount  of  applications  for  commercial  loans  and  commercial  real  estate  loans  to 
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start-up  businesses,  to  businesses  in  operation  for  less  than  one  year,  and  to  minority- 
owned  businesses. 

We  can  all  agree  about  the  importance  of  ensuring  that  race  and  other  protected 
characteristics  play  no  role  in  the  credit  process  for  small  businesses.   That  objective  is  a 
sound  one.    Discrimination  in  credit  decisions  has  no  place  in  our  financial  system. 
Discrimination  would  directly  limit  the  ability  of  its  victims  to  own  homes,  build 
businesses,  create  job  opportunities,  or  accumulate  wealth.    We  have  taken  steps  to  deal 
decisively  with  this  problem  and  to  ensure  our  ability  to  detect  noncompliance.   For 
example,  we  have  been  aggressive  in  communicating  our  expectations  on  equal  credit 
opportunity  to  senior  management  of  financial  institutions,  have  augmented  our 
examination  procedures,  and  have  strengthened  examiner  training.    But  the  effort  is  not 
over,  and  we  will  continue  to  search  for  ways  to  ensure  that  markets  operate  fairly  for  all. 

We  are  also  reviewing  what  steps  can  be  taken  in  ensuring  that  discrimination 
does  not  occur  in  business  credit  decisions.   At  the  outset,  we  have  to  recognize  that  the 
"small  business"  sector  is  an  amorphous  concept.    The  community  of  small  businesses 
comprises  diverse  enterprises,  with  very  different  financing  needs,  management  skills,  and 
economic  prospects.   Most  small  businesses  are  sole  proprietorships,  and  more  than  half  of 
those  operate  in  the  retail  or  service  industries.    Roughly  15  million  are  self-employed 
persons,  working  full-time  or  part-time,  and  they  include  carpenters,  doctors,  writers, 
independent  taxi  drivers,  and  so  on.    Only  about  6  million  businesses  have  paid  employees, 
most  of  them  employing  small  numbers  of  workers.    The  construction  industry  accounts 
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for  a  large  share  of  small  businesses  outside  of  the  service  sector,  while  manufacturing 
firms  count  for  only  about  10  percent  of  small  businesses. 

Given  this  wide  array,  the  differences  among  small  businesses  are  likely  to  be 
much  greater  than  their  similarities.    It  is  important  to  understand  these  differences,  but 
unformnately,  there  are  few  existing  sources  that  provide  comprehensive  data  on  financial 
and  other  characteristics  of  small  firms. 
Survey  of  Small  Business  Finances 

Recognition  of  the  need  for  more  information  prompted  the  Federal  Reserve, 
with  support  from  the  Small  Business  Administration,  to  undertake  this  year  its  second 
major  survey  of  small  business  financing.   The  survey  is  designed  to  provide  extensive 
information  on  characteristics  of  small  business  firms  and  their  owners,  on  their  income 
flows  and  balance  sheets,  and  on  their  recent  borrowing  experiences,  including  credit 
sources,  recent  loan  applications,  credit  history,  and  the  owner's  view  of  credit  conditions. 
By  selecting  a  large  sample  of  6,000  businesses,  we  sought  to  obtain  adequate  coverage  for 
comparisons  of  firms  in  urban  and  rural  areas,  in  different  geographical  areas,  in  different 
size  groups,  and  among  ownership  classes.    In  addition,  we  are  oversampling  in  order  to 
ensure  coverage  of  minority  categories;  1,200  minority-owned  businesses  will  be  surveyed. 

We  expect  to  obtain  a  great  deal  of  information  about  credit  needs  and  about  the 
experiences  of  small  businesses  from  the  survey  data.   The  information  will  cover  not  only 
bank  financing,  but  the  substantial  portion  of  small  business  credit  extended  by  other 
sources  as  well.   A  number  of  questions  on  the  survey  will  elicit  information  about  recent 
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credit  experiences  of  businesses,  including  loan  approvals  and  tumdowns,  the  terms 
associated  with  the  credit  extended  or  reasons  given  for  denials,  and  the  firm's  own 
assessment  of  its  experience.    While  a  survey  of  businesses  cannot  be  used  to  assess  an 
individual  bank's  lending  policies,  the  data  may  very  well  shed  light  on  key  factors  that 
enter  lending  relationships  and  on  similarities  and  differences  among  small  businesses  that 
seek  credit.    It  may  also  help  us  understand  better  any  special  needs  for,  or  impediments 
to,  financing  of  minority  businesses. 
Regulations  Under  the  Convnunity  Reinvestment  Act 

The  Committee  also  should  take  note  of  the  interagency  proposal  published  just 
last  week.   As  you  know,  the  Federal  Reserve  Board  has  joined  with  the  other  banking 
agencies  in  publishing  a  proposal  to  amend  the  regulations  implementing  the  Community 
Reinvestment  Act  (CRA).    That  proposal  would  require  banks  and  savings  associations 
with  assets  of  $250  million  or  more  (or  that  are  subsidiaries  of  a  holding  company  with 
total  banking  and  thrift  assets  of  $250  million  or  more)  to  report  certain  information  about 
small  business  and  small  farm  loans. 

Under  the  CRA  proposal,  information  would  be  collected  for  business  loans 
with  an  original  loan  amount  of  $1  million  or  less  -  and  farms  loans  of  $500,000  or  less. 
Instihitions  would  report  for  each  loan  made  that  has  a  balance  outstanding  at  year-end. 
Information  would  be  provided  on  the  location  of  the  business  or  farm  (including  the  MSA, 
state,  county,  and  census  tract)  and  whether  the  business'  gross  annual  revenues  are  $1 
million  or  less. 
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The  agencies  have  also  proposed  for  comment  a  provision  that  would  require 
lenders  to  ask  (in  connection  with  written  applications,  and  for  all  loans  made)  about  the 
race  and  gender  of  the  ownership  of  small  businesses  and  small  farms.    Based  on  this 
information,  institutions  would  report  the  number  and  dollar  amount  of  loans  made  to  small 
businesses  or  small  farms  owned  by  minorities  or  women. 

Mr.  Chairman,  the  Federal  Reserve  is  absolutely  committed  to  eliminating 
discrimination,  but  I  must  tell  you  that  some  Board  members  have  concerns  about  requiring 
lenders  to  ask  for  and  maintain  information  on  the  race  of  business  customers.    They 
believe  the  CRA  proposal  risks  introducing  non-economic  factors  into  the  credit  granting 
process.   Indeed,  creditors  currently  are  prohibited  from  asking  for  or  collecting  this  type 
of  information.    Regulation  B  (which  implements  the  Equal  Credit  Opportunity  Act) 
restricts  a  creditor's  ability  to  inquire  about  the  race,  color,  religion,  national  origin,  sex, 
or  marital  status  of  an  applicant,  and  has  done  so  since  1976.   In  essence,  the  regulation 
encourages  a  color-blind,  gender-neutral  approach  in  credit  transactions  by  restricting  the 
collection  of  information  that  is  unrelated  to  evaluating  creditworthiness.   The  one 
exception  relates  to  home  mortgages,  where  lenders  are  required  to  collect  race  or  national 
origin  for  loans  to  purchase  one-to-four  family  dwellings.    The  regulation  also  permits 
lenders  to  obtain  the  information  to  comply  with  other  statutory  requirements,  such  as 
HMDA  or  other  federal  or  state  requirements.    Nonetheless,  the  CRA  provision  for 
collecting  race  and  gender  is  part  of  the  package  that  we  have  published  for  comment,  and 
we  shall  be  very  interested  in  the  comments  that  we  receive  from  the  public. 
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Under  the  proposed  regulation,  institutions  required  to  collect  these  data  under 
CRA  would  make  the  following  information  available  to  the  public:    (1)  the  number  and 
amount  of  the  institution's   small  business  and  small  farm  loans  located  in  low-,  moderate-, 
middle-,  and  upper-income  census  tracts;  (2)  the  number  and  amount  of  the  institution's 
small  business  and  small  farm  loans  located  inside  and  outside  the  bank's  service  area;  (3) 
the  number  and  amount  of  such  loans  made  to  minority-  and  women-owned  businesses;  (4) 
the  number  and  amount  of  such  loans  to  small  businesses  and  small  farms  with  annual 
revenues  $1  million  or  less;  and  (5)  a  list  of  the  census  tracts  where  the  bank  had 
outstanding  at  least  one  small  business  or  small  farm  loan.     Those  statistics  appear  quite 
similar  to  the  reporting  requirements  in  H.R.  918.   Indeed,  the  bill's  requirements  likely 
would  be  redundant  and  confusing  if  imposed  in  addition  to  the  CRA  requirements. 

The  outcome  of  the  CRA  proposal  will  not  be  decided  until  the  agencies  have  a 
chance  to  review  and  react  to  the  comments  received  in  the  next  45  days,  but  I  will  touch 
on  some  of  the  pros  and  cons  involved  in  collecting  such  statistics  this  morning.   If  the 
data  collection  proposed  in  the  CRA  goes  forward,  the  micro  loan  data  presumably  could 
be  aggregated  to  produce  summary  numbers  for  small  and  minority-owned  business  loans. 

It  is  not  completely  clear,  however,  how  such  statistics  could  further  the 
enforcement  of  fair  lending  practices.    In  particular,  the  number  and  dollar  volume  of  loans 
and  denial  rates  provide  no  information  on  borrower  characteristics  and  risks  of  the  loans 
that  were  made  as  compared  to  loans  that  were  not  made.    (The  data  also  would  not 
provide  information  about  a  particular  lender's  evaluation  standards.)   If  there  is  a  common 
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thread  connecting  small  businesses  in  the  credit  process,  it  is  that  lending  to  them  is 
information-intensive.    That  is,  suppliers  of  credit  need  to  gather  an  extensive  amount  of 
information  to  evaluate  accurately  the  potential  risks  and  returns  on  a  loan.    In  addition  to 
a  borrower's  financial  statements,  if  such  exist,  a  lender  needs  to  understand  the  markets  in 
which  the  business  operates;  to  assess  the  value  of  assets  that  may  provide  collateral;  and 
to  make  judgments  about  the  financial  creditability  of  the  management. 

The  CRA  data  could  prove  useflil  to  the  regulatory  agencies  in  evaluating  a 
lender's  small  business  lending--to  help  determine  if  the  lender  is  serving  the  entire 
community.    The  data  also  could  be  beneficial  to  institutions  by  enabling  them  to  measure 
how  successful  their  small  business  lending  is,  particularly  if  they  have  set  up  special 
programs  to  better  serve  women-  or  minority-owned  businesses.   Such  data  could  provide  a 
red  flag  to  the  agencies  suggesting  closer  scrutiny  of  an  institution's  efforts  to  comply  with 
the  Equal  Credit  Opportunity  Act  (ECOA). 

It  is  highly  unlikely,  however,  that  these  data  could  be  used  to  establish 
discrimination.    Just  as  the  data  collected  under  the  Home  Mortgage  Disclosure  Act  alone 
cannot  be  used  to  determine  if  an  institution  is  treating  all  applicants  fairly,  the  same  would 
be  true  of  data  for  small  businesses.    Inevitably,  the  fairness  of  a  bank's  lending  decision 
must  be  addressed  on  a  loan-by-loan  basis  and  in  light  of  information  in  the  loan  files  and 
the  bank's  lending  policies.   This  is  where  our  compliance  examinations  come  in. 
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Examinations 

Our  compliance  examiners  from  the  Reserve  Banks  check  for  discrimination  in 
small  business  lending  by  first  reviewing  policy  documents,  loan  manuals,  and  board 
minutes,  and  by  interviewing  bank  employees  to  learn  about  the  bank's  lending  policies 
and  procedures.    Examiners  then  review  forms,  applications,  and  financial  statements  in 
the  loan  files  to  determine  the  actual  criteria  the  bank  uses  to  decide  who  is  approved  or 
turned  down  for  credit.    In  reviewing  the  data  from  loan  files,  they  look  at  both  accepted 
and  rejected  applicants,  and  make  comparisons  among  different  classes  of  applicants  (for 
example,  based  on  gender  or  surname)  to  see  if  lending  criteria  are  applied  on  a  consistent 
basis  to  all  applicants  or  if  certain  individuals  are  treated  differently  on  a  prohibited  basis. 
In  addition,  our  examiners  often  geocode  the  location  of  small  businesses  to  determine  any 
geographic  patterns  to  the  bank's  lending  that  might  assist  in  determining  compliance  with 
fair  lending  laws. 

The  necessity  of  going  to  the  loan  files  to  make  any  determinations  about 
fairness  and  compliance  with  the  law  is  confirmed  by  our  experience  with  the  HMDA  data. 
Our  fair  lending  reviews  indicate  that  observed  differences  in  denial  rates,  as  reflected  in 
HMDA  data,  frequently  are  explained  by  differences  in  underlying  economic  circumstances 
of  the  borrower  or  loan  contract. 

I  certainly  do  not  wish  to  imply  that  the  HMDA  data  have  served  no  useful 
purpose.    Analysis  of  these  statistics  has  stimulated  lenders  and  regulators  to  take  a  closer 
look  at  existing  policies  and  practices  and  to  seek  ways  to  ensure  that  the  administration  of 
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lending  programs  not  lead  to  unintentional  discrimination.    In  many  cases,  institutions  have 
taken  actions  that  likely  increased  credit  availability  to  lower  income  and  minority 
borrowers.   For  example,  many  banks  have  revised  underwriting  guidelines  and  created 
new  loan  products;  they  have  instituted  second  review  programs;  and  they  have  expanded 
home  buyer  education  programs  and  credit  counseling  programs.    Indeed  HMD  A  data 
reveal  a  marked  increase  in  relative  lending  to  minorities,  although  differences  in  denial 
rates  still  persist.    For  example,  from  1992  to  1993,  home  loans  to  blacks  rose  36  percent, 
to  Hispanics  25  percent,   and  to  whites  18  percent.   Increases  were  even  larger  for  low- 
income  minorities.    In  some  cases,  efforts  to  expand  lending  to  minorities,  while  increasing 
the  volume  of  such  loans,  have  also  boosted  denial  rates  as  less  qualified  persons  are 
drawn  into  the  applicant  pool.   In  this  respect,  denial  rates  can  be  a  misleading  indicator  of 
a  bank's  lending  efforts. 

The  overall  positive  HMDA  experience,  however,  may  not  be  entirely  relevant. 
The  process  of  obtaining  a  small  business  loan  differs  in  key  respects  fi-om  that  involved  in 
obtaining  a  mortgage  loan.    For  example,  a  business  may  not  file  a  loan  application  at  all 
or  not  until  several  meetings  between  the  loan  officer  and  the  small  business  have 
established  that  a  loan  will  be  approved.   Thus,  evaluation  of  loan  denials  based  on  written 
applications  may  be  misleading. 

In  addition,  evaluating  the  risk  and  expected  remrn  of  a  small  business  loan  is 
far  more  subjective  than  for  mortgage  lending.    In  the  case  of  mortgages,  there  are  well 
established  and  widely  followed  underwriting  guidelines  for  reviewing  creditworthiness. 
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often  dictated  by  a  very  active  and  important  secondary  market.    Lenders  nearly  always 
require  written  applications  with  fully  documented  financial  and  employment  information. 
These  files  provide  the  basis  for  assessing  differences  in  treatment.    In  contrast,  the  factors 
considered  in  credit  assessments  of  small  business  loans  vary  widely  and  involve  judgment 
regarding  the  future  cash  flow  potential  of  the  enterprise  and  the  skill  of  management.   The 
credit  history  of  the  firm  and  integrity  of  its  owner  frequently  play  an  important  role. 
Collateral  also  can  take  any  number  of  forms  with  a  small  business  loan,  most  being  much 
harder  to  value  than  the  land  or  structures  securing  a  residential  mortgage.   This  makes 
detecting  illegal  credit  discrimination  in  small  business  lending  far  more  difficult  than  for 
mortgage  credit. 

In  light  of  this,  I  question  whether  aggregate  data  about  business  loans  by  size 
and  race  characteristics  of  borrower  will  take  us  very  far  in  efforts  to  ensure  that  fair 
lending  practices  are  being  pursued.   And,  we  must  be  extremely  circumspect  about 
collecting  data  without  a  good  use  for  it.   The  reports  that  lenders  must  file  are  already 
very  burdensome  and  ultimately  increased  burden  will  raise  the  cost  of  lending  to  all 
borrowers. 
Complaints 

Our  experience  in  the  investigation  of  complaints  in  business  lending  may  be 
helpful  to  the  Committee.   The  Federal  Reserve  receives  and  investigates,  through  the 
regional  Reserve  Banks,  complaints  from  individuals  about  all  types  of  banking  practices 
and  issues  that  involve  a  state  member  bank.   This  includes  complaints  alleging  illegal 
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discrimination  in  business  or  agricultural  lending.    We  have  established  special  procedures 
for  analyzing  and  investigating  all  complaints  alleging  illegal  discrimination,  to  make  sure 
that  they  receive  proper  attention.    Reserve  Bank  staff  contact  the  complainant  by 
telephone  to  clarify  the  issues  raised  and  to  aid  in  structuring  a  thorough  investigation  of 
the  allegations.    Often  the  Reserve  Bank  makes  an  on-site  investigation,  which  may  be 
carried  out  separately  or  in  conjunction  with  a  regularly  scheduled  examination.    The 
Reserve  Bank  decides  whether  an  on-site  examination  is  needed  in  consultation  with  Board 
staff,  and  after  reviewing  a  state  member  bank's  response  to  the  complaint  and  all  relevant 
information. 

Over  the  past  four  years,  the  Federal  Reserve  investigated  approximately  2574 
complaints  involving  credit  transactions  ~  most  of  which  involved  issues  other  than  credit 
discrimination.    A  very  small  number  involved  business  or  agriculmral  loans.    During  this 
4-year  period,  we  have  received  42  complaints  alleging  illegal  discrimination  in  business  or 
agricultural  lending.    Of  the  42,  20  involved  state  member  banks  and  were  investigated  by 
our  Reserve  Banks;  four  of  these  investigations  are  still  in  process.    The  remainder  of  the 
complaints  involved  other  lenders  and  were  referred  to  the  appropriate  enforcement 
agencies. 

One  Reserve  Bank  found  a  violation  of  the  Board's  regulation,  in  that  the  state 
member  bank  had  not  given  proper  notice  to  the  applicant  about  the  credit  decision.   Of  the 
other  15  cases,  the  investigation  by  the  Reserve  Bank  established  that  the  evidence  did  not 
support  the  allegation  of  unlawful  discrimination.   The  findings  indicated,  for  example. 
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that  the  actions  complained  about  (the  denial  of  a  loan  or  the  closing  a  line  of  credit)  had 
been  taken  for  legitimate  nondiscriminatory  reasons:    lack  of  capital;  weak  management; 
inadequate  cash  flow  to  support  the  loan;  insufficient  tangible  net  worth;  poor  credit 
record,  including  recorded  judgments;  concerns  about  a  change  of  staff  and  management 
continuity;  declaration  of  bankruptcy;  the  fact  that  the  business  owner  was  overextended; 
etc.    It  is,  of  course,  difficult  to  know  why  we  have  received  so  few  complaints.    But  these 
low  numbers  do  suggest  some  caution  in  setting  up  new  data  collection  schemes. 
Promotion  of  Business  Lending 

Given  the  difficulty  of  detecting  unlawful  discrimination,  other  measures  that 
we  can  take  to  ensure  the  availability  of  credit  to  small  and  minority-owned  firms  assume 
added  importance.    In  the  case  of  the  Federal  Reserve,  these  measures  have  included  a 
strong  focus  on  working  to  promote  small  business  lending.    Through  our  Community 
Affairs  program,  the  Federal  Reserve  has  worked  for  many  years  to  encourage  state 
member  banks  and  other  financial  institutions  to  help  finance  small  and  minority  business 
development.   Through  outreach  activities,  each  Reserve  Bank's  Community  Affairs 
program  works  with  representatives  of  small  and  minority  businesses,  state  and  local 
economic  development  officials,  and  federal  small-  and  minority-business  development 
agencies  in  its  district.    In  some  Reserve  Banks,  Community  Affairs  staff  prepare  and 
publish  community  profiles  that  focus  on  the  credit  needs  and  program  resources  of  a  given 
city  or  metropolitan  area.    The  Reserve  Banks'  Community  Affairs  staff  also  regularly 
sponsor  educational  programs  and  develop  publications  to  assist  bankers,  community 
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representatives,  and  owners  of  small  businesses  in  dealing  with  issues  related  to  credit 
needs. 

There  is  also  a  need  to  provide  information  to  potential  entrepreneurs  about  how 
to  gain  access  to  credit.   To  help  meet  this  need  the  Federal  Reserve  Bank  of  New  York 
recently  published  The  Credit  Process:  A  Guide  for  Small  Business  Owners.     This  guide 
provides  extensive  suggestions  about  how  to  apply  for  a  business  loan,  and  the  type  of 
financial  and  other  information  banks  consider  in  evaluating  a  request  for  such  credit. 
Knowing  what  lenders  look  for  prior  to  applying  may  make  a  significant  difference  in  the 
ability  to  obtain  a  small  business  loan.    With  your  permission,  Mr.  Chairman,  I  would  like 
to  submit  this  separately  for  the  record. 
Conclusion  and  Comments  on  Proposed  Legislation 

What  does  this  all  mean  for  the  need  for  additional  legislation  to  spur  data 
collection,  such  as  proposed  in  H.R.  918  or  in  the  CRA  review  process?   What 
information  is  needed  to  accomplish  our  task?   What  data  are  feasible  to  collect? 

There  is  no  general  agreement  on  the  answers  to  these  questions.  As  discussed 
in  my  testimony,  there  is  much  uncertainty  about  the  adequacy,  and  concerns  about  the 
appropriateness,  of  collecting  data  on  the  race  of  business  borrowers.  Aggregate  data  on 
small  business  and  minority  loans  may  not  prove  particularly  useful  in  efforts  to  uncover 
discriminatory  practices  because  such  measures  provide  no  insights  into  the  fundamentals 
that  underlie  the  loan  decision.  Such  measures  may  be  useful  in  assessing  the  community 
involvement  of  lending  institutions  or  other  indicators,  though  how  they  will  be  used  is  not 
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clearly  defined.    The  comments  that  we  receive  on  the  CRA  proposal  may  raise  other 
questions  or  may  provide  insights  into  alternative  means  of  gathering  useful  information. 
We  will  weigh  such  comments  carefully. 

In  the  meantime,  I  would  note  that  the  proposed  data  collection  in  the  CRA 
seems  to  closely  approximate  the  general  requirements  in  H.R.  918--albeit  details  on  size 
breakdowns  are  somewhat  different.    Individual  loans  reported  for  CRA  could  be 
aggregated  to  produce  the  type  of  measures  anticipated  in  the  bill.   To  the  extent  that 
definitions  of  loans  and  size  categories  are  different  in  the  legislation,  it  likely  would 
impose  an  unnecessary  and  confiising  additional  burden  on  banks.   In  sum,  at  a  minimum 
we  would  suggest  that  the  Congress  defer  consideration  of  additional  data  collection 
pending  the  outcome  of  the  CRA  review. 
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The  Credit  Process:  A  Guide  for  Small  Business  Owners  offers  guidance  to 
small  business  owners  who  are  seeking  outside  financing  for  the  first  time. 

While  a  comprehensive  discussion  of  accounting,  finance,  and  marketing 
fundamentals  is  beyond  the  scope  of  this  booklet,  we  have  presented  an 
overview  of  these  concepts  as  applied  to  a  small  business.  The  sources  and 
types  of  funding  typically  available  to  small  businesses  are  covered  along  with 
a  discussion  on  creating  a  business  plan. 

For  more  information  and  assistance,  consult  the  list  of  resources  included 
in  the  Information  Guide  in  the  back  pocket  of  this  booklet.  For  additional 
copies  of  this  booklet,  contact  your  local  Federal  Reserve  Bank. 
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Introduction 


Some  say  owning  a  home  is  the  American  dream.  Milhons  of  small  business 
owners  will  argue,  however,  that  owning  one's  own  business  is  really  the 
American  dream. 

But  while  it  offers  rewards,  owning  a  business  is  not  easy  Entreprencurship 
has  its  problems,  and  a  critical — and  sometimes  fatal — one  for  small  busi- 
nesses can  be  the  lack  of  access  to  the  financial  resources  to  keep  the  dream 
going. 

The  purpose  of  this  booklet  is  to  assist  small  business  owners  or 
entrepreneurs  who  are  seeking  outside  financing  for  the  first  time.  Our  goal  is 
to  highlight  information  that  prospective  borrowers  need  to  know  about  the 
credit  process  before  they  apply  for  a  loan. 
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Sources  and 
Types  of  Funding 


Where  to  Borrow 

Gelling  credil  for  a  business  can  be  a  dilemma  because  unlil  you've  devel- 
oped a  good  track  record  with  business  credit,  many  commercial  banks  and 
other  traditional  lenders  will  be  reluctant  to  extend  credit  to  you. 

In  order  to  identify  the  type  of  financial  institution  most  likely  to  lend  to 
your  business,  it's  helpful  to  pinpoint  which  of  the  four  early  stages  of  devel- 
opment your  business  is  in. 


Stages  of  a  Developing  Business 

O 
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Stage  four  hu^uussf  s  li.m  bci  n  tn  ^■jici,uion  tot  soiiu  Itnit  anti  ha\i 
doi  unitiiud  rc\cnues  ,uui  i\}h  ns('s 


Lenders  suggest  that  rather  than  approaching  a  bank,  owners  of  businesses 
in  stages  one  and  two  should  seek  financing  from  informal  investors.  Such 
sources  of  funding  may  include  friends  or  relatives,  partners,  local  develop- 
ment corporations,  state  and  local  governments  offering  low-interest  micro 
loans,  private  foundations  offering  program-related  investments,  credit  unions 
featuring  small  business  lending,  and  universities  with  targeted  research  and 
development  funds 

Lenders  say  that  businesses  in  stage  four,  and  some  in  stage  three,  are 
sufhciently  developed  to  approach  a  commercial  bank  or  another  traditional 
lender  lor  a  loan. 

If  your  business  is  in  stage  three  or  four  and  you  intend  to  approach  a 
commercial  bank,  lenders  suggest  that  you  first  submit  an  application  to  a 
bank  with  which  you  have  an  established  relationship.  If  you  do  not  have  an 
established  relationship  with  a  bank,  lenders  recommend  that  you  ask  an 
experienced  accountant  or  lawyer  to  contact  a  bank  and  present  your 
proposal. 

Also,  keep  in  mind  that  you  must  choose  a  legal  designation — sole  propri- 
etorship, partnership,  or  corporation — and  execute  the  necessary  documenta- 
tion for  your  small  business  before  approaching  a  bank  or  another  lender. 
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Reason  to  Borrow 

There  are  ihree  major  reasons  why  businesses  borrow;  the  first  and  most 
common  reason  is  to  purchase  assets.  A  loan  to  acquire  assets  could  be  for 
buying  short-term,  or  current,  assets — such  as  inventory — and  would  be 
repaid  once  the  new  inventory  is  converted  into  cash  as  it  is  sold  to  customers. 
Or,  the  funds  could  be  for  the  addition  of  long-term,  or  fixed,  assets,  such  as 
equipment. 

The  second  reason  is  to  replace  other  types  of  credit.  For  example,  if  your 
business  is  already  up  and  running,  it  may  be  time  to  take  out  a  bank  loan  to 
repay  the  money  you  borrowed  from  a  relative.  Or,  you  may  wish  to  use  the 
funds  to  pay  suppliers  more  promptly  to  get  a  discount  on  the  price  of  the 
merchandise. 

The  third  reason  is  to  replace  equity.  If  you  wish  to  buy  a  partner's  share  in 
your  business  but  you  don't  have  the  cash  to  do  it,  you  may  consider  borrow- 
ing. 
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Loan  Types 

The  purpose  ol  your  loan  is  critical  in  delermining  the  type  of  loan  you 
request.  You  also  should  make  sure  that  the  tuning  ot  the  repayment  schedule 
on  your  loan  matches  the  mcoming  cash  flow  vou  will  use  to  inake  the  pay- 
ments. 

There  are  a  number  of  loan  types  available  to  commercial  borrowers, 
including  lines  of  credit,  seasonal  commercial  loans,  installment  loans,  collat- 
eralized loans  (which  are  secured  with  assets),  credit  card  advances,  and  term 
loans.  Regardless  of  the  type,  most  loans  have  the  following  features: 


Common  Loan  Features 
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Loan  Agreements 

You  also  should  be  aware  that  the  lender  will  expect  you  to  agree  to  certain 
performance  standards  and  restrictions  in  order  to  ensure  that  your  business 
can  repay  the  loan.  These  restrictions,  known  as  covenants,  representations, 
and  warranties,  commonly  include  the  following: 


Common  Loan  Restrictions 
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The  First  Step: 
Preparing  Your  Business 
Plan  and  Loan  Request 


When  you  apply  for  a  business  loan,  you  will  need  to  provide  certain 
information  about  yourself  and  your  business  in  the  form  of  a  business  plan.  A 
business  plan  can  act  as  an  ongoing  management  guide  to  help  you  establish 
production  goals  and  measure  actual  performance.  Your  business  plan  can 
help  demonstrate  to  a  prospective  lender  that  you  have  the  knowledge,  man- 
agerial competence,  and  technical  capability  to  run  a  successful  business. 

The  plan  must  be  thorough  and  well  organized.  The  finished  document 
should  be  typed  and  placed  in  a  binder.  Make  several  copies  for  each  of  your 
prospective  lenders  and  keep  several  copies  for  your  files.  Lenders  recommend 
that  you  prepare  the  plan  with  the  help  of  your  accountant  or  a  professional  at 
a  small  business  development  center.  Resources  to  assist  you  in  writing  your 
business  plan  and  loan  request  are  listed  in  the  Information  Guide  in  the  back 
pocket  of  this  booklet. 


The  Business  Plan 
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The  Business  Plan 
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ing  .iriangenielils,  and  sale-,  loni 

Ownership.  Uulkau-  «hal  l\pc  oi  Icsal  cniu\  \i>ui  i  iUiip, ur.  k  .iiul  iis 
ow  111  rship  MiiKliiu    -oil  piopiioioiship.  pai'lm  isliip  ..i  i  uipi'Liiicn   II  Mui 
have  parln.  r-   \ihi'  .in  iIk\  '  How  much  of  vour  company  do  ihe\  own? 
Descrihc  liow  i!u  -,  mju  idu.iU  Ixcanie  principals  and  wlial  vou  have 

.ii;u  nl  Im  ^i\(  ilu-ni  in  iiuiiii  foi  iluii  iiu  istinenis 

Management  and  personnel.  Kc\uw  who  is  m  Ji.irgc  who 

works  io!  soil,  .iiul  win  \oii  lured  iluin    l\siTi|ie  how  ihcir  c\pi  ru  lui  villi 
conlrihiiie  10  the  suciess  ol  MHir  husiiicss   liu  luilc  nsiiiius  ol  key  people, 
itkIuiIiiij;  \oiirsell 

Funds  required  and  expected  use.  sinnin.uirr  win  ion 

lucd  a  loan  and  how  mui  will  use  Ihi  ni.'iui    \vk  !,ii  a  spoiilii  amoiiiii 
Include  documentation  on  collateral.  i;ii.ir.inioi  .unemenis,  and  sij;iied 
contracts   ncsirihi-  \oiir  repaxnieni  plan  .uni  piesenl  a  loiutniicniv  plan 
should  N'oiir  iiiiuat  SOUTH'  ol  ifpa\  iiuiil  i.ni 

Financial  statements  and  projections,  liuliidca  per- 

soii.il  liii.iiK  i.ii  si.Ut  niciiI,  personal  Ia\  reiiiriis  .mil  Inisiness  linaniial 

stalcmeni' halamc  shed,  piolil  and  loss  siaununi,  lash  How  an.iKsis  loi 

ihc  l.isi  (hill  10  iuc  veils  i  1 1  vou  li.ivi  hi  en  111  h  11  sin  ess  liuit  loni;  >   .uul 
pro|t\  IHMis  till  ilii-  ixpcv  III!  pel  lorn  i.iih  i  ol  i  out  hiisiiuss  toi  liu  up^  oiuiii'.; 
ihrecvear  pi  nod 

In  this  scilioii  von  vv  ill  iiieil  10  ileiiionsn.iie  voui  uniltislaniling  oi  hasic 
accounting  and  the  linaiicial  loiuepis  ihai  are  crucial  to  the  .success  ol  voui 
husiness  Hv  using  lomplete  and  i  oriei  I  Imancial  siatements.  vou  will  he 

able  to  (  oiiiuuinu  .lU  u>  .i  piosptii  Iiv  e  kiiiici  how  itusf  1 1  inn  pis  .ire  sik- 
eesslulK  .ipplieii  111  voui  husiness 

(.An  o\er\  lew  ol  ilu-  tin.iiiii.il  staleiiunts  v  ou  iii  iil  .uul  how  .1  prospn  iivi- 
lender  will  .iiialv;e  ilieiu  .ippcirs  in  ihi  n.  \i  s,o  ih'ii  ol  this  hookli  1  i  muled 
What  the  I  endei  Will  Keviivv     ' 

Appendices/exhibits.  1  his  .,■>  non  slioulJ  dot  nun m  .on  issues 
thai  laiil  he  additssiil  111  ilii  u  \i    I  01  e\aiiiple.  disiiihulion  .igicenienis, 
contracts  loi  die  pimliase  ol  voui  produi  t.  and  your  operating  licenses 
woiikl  alt  he  hkIulIciI  .is  .ippeiulkes 


i 
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What  the  Lender  Will  Review 


Credit  Analysis 

RegariUess  of  where  you  seek  funding — from  a  banl<,  a  local  devclopmeni 
corporation,  or  a  relative — a  prospective  lender  will  review  your  creditwortfii- 
ness.  A  complete  and  thoroughly  documented  loan  request  (including  a 
business  plan)  will  help  the  lender  understand  you  and  your  business.  The 
basic  components  of  credit  analysis,  the  "Five  C's, "  are  described  below  to  help 
you  understand  what  the  lender  will  look  for 


The  "Five  C's"  of  Credit  Analysis 


Capacity  to  rcp.i\  is  the  nu>si  cnticil  ol  (he  li\i  l.u  uir-,    1  he  prospective 
lender  \mII  want  to  know  exactly  hou  mhi  iniciui  lo  >■  p.u  the  loan.  Ihe 
lender  will  consider  the  cash  flow  lioni  ilu-  bu■.l^L■^^   ih.  uming  of  the 
repavmenl.  and  the  probabiliis  ol  slKtl■^■^hll  n|i.iMiKni  ol  the  loan. 
Pa\ mom  histor\  on  existing  cr.  Jii  n  l.itiiuislup-^  -  |h  [■■■.•njl  or  commer- 
ci.il — IS  ion-.Klered  ,in  UHlH,ii.n  ol  liiiuu  p,i\tncnl  pcrliirni.iiKi 
rrnspeilist  Iciukis  alsi>  vmII  v., ml  t,>  |,ii,iu  ,ili!iui  '..nii  mtiliiigcrii  sour^c^ 
ol  rep.i\nuni 

Capital  IS  ihc  inoncN  MUi  pi  ismiiilK  ha\e  iir.cslcd  m  ihc  husiiuss  .ind  is 
an  mdicalinii  ol  hi'w  rnti.  ii  \.ui  h.m  .il  risk  should  ihc  husiiuss  f.iil 
I'u'spitinc  IcnikTs  .iik!  iir- «.  siois  w  ill  expect  s.m  !o  U.i\c  iDiUnbuIccI  Irom 
\our  ow  n  .ISM  Is  ,ind  lo  h.iw  underl.ikcn  pcrson.ii  luiaiu  i,il  risk  lo  csiablish 
ihc  liUMin  ss  hi  hill  .iskiiii;  iheni  lo  coninui  am  lumlirit; 

Collateral  or  guaiamecs  all'  ,idi.lnion,il  lornis  ol  sn  urit\  sou  can 
provide  the  lender  Giving  a  Iciuki  lolliii  nil  iiumiis  ihai  vou  pledge  an  asset 
you  own,  such  as  your  home,  lo  ilu-  K  ikIi  r  m.  uh  ilu  ai;iiemcnl  that  it  will 
be  the  repayment  M>urte  in  cast  \  on  i  .m  t  rcp,n  ilu  loan   .\  guarantee,  on 
the  other  hand,  is  just  thai — soni.    ■       '         :i!-  i  »;u.ii:imee  document 
ptmnising  to  repay  the  loan  il  \oh  1, mi.  i ,  in.u  irquire  such  a 

giiaraiuec  in  addition  lo  collatci.il  , I- sii  111  in  I'l  .i  !  i.in 

Conditions  focus  on  the  mtimUd  purpo-i  ol  ili.   io.in   Will  ihe  money 
he  used  for  working  capilal  .iddiiumal  cc|iiipnniii   or  inventory'  The 
lender  also  will  consider  ihc  loial  cioiioiiiu  i  liin.iic  and  conditions 
both  \Mihiii  \oui  iiidusiis  ,ind  in  oihci  iikIusiiiis  that  could  affect 

\iHlt   buslIU  ss 

Character  is  ilu  j^inrial  unprtssion  \ou  make  on  ihc  potential 
lender  or  iiui  sioi    I  hi  Iciulcr  will  lotiii  a  suhin  ii\c  opinion  ,is  to 
wluihcr  t>r  noi  \  ou  ,in- suliii  iciiih  Irusiwonh-,  lo  iip,i\  ihc  lo.ui  or 
i;.  in  1,1 1 1  .1  Kill  in  on  liiiuls  iiucsicil  in  \out  loinpam    ^oiii  ciliK.ilioii.il 
h.ii  kmoiiiiii  ,iiiii  I  \pi  iicmc  in  inisiiicss  ,tni|  iii  \.iii!  nidiisiii  ',mII  he 
re  icucd    I  he  qualiix  ol  \oiii  nli  o  ih  i  s  .iiui  ihc  l\i>  k^iound  .iiui  i\pi  ri 
ciKC  levels  of  wHir  ciiiplowi  s  .iiso  \\  ill  he  lakcn  inio  i  onsiil.i.iiioii 


74 


Financial  Analysis 

in  I Miiu'T)  !.•  ili<     I  i\(  (  "s  "  a  pn)spectlvc  lender  will  use  four  priiniir\ 

lin.iiiu.i!  ^(.Uruuniv  -  i     uthl  detision 


A  Personal  Financial  Statement 


'II  ii.i^ 


ir.p.  'njiii  h'  iht  K  ii.K  I    p.i\\\(  ul.itK  1 1 


-..niinh   [u  ison.il  Iukiik  i.)!  ■>I,i!<-inrni  is  \h.  ■w  n  hen. 


I 


e  Ant«rtc«n  B«nk«rs  A«w<> 
All  Righla  n*»«rv*d 


lin     R«printed  wvttti  p«rmission 


10 


d 


A  Balance  Sheet 
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Prin  iji-s  \  I'li  W  nil  .1  -.li.l||^(|n!   ,  i|   ',  L'U!    hu-irii 

i-iul  nl  ilu  Ni'.ii  ll  ki'ip.  u.i.  k  i'l  i.iiii  Li'iiip, 
p.uu  in\  n^  '  UK  liuliiii;  It-' t.t^Si '  <uij  tho  con 
Hi-ncr.ilK  in.iiiv  Ihmim 'ilu  i-,  li  .ilso  sh.u'.s 
ilio  t">usiii(  x-,  ll:!-tMLin.(  v!i,  ,  [  i>  ,in  t  \,i[u[ 
li\[ioliu  lu  .li  UhhI  in.uuii.K  UUt  i  i^alkti  i   I    I 


--   t!  .i  -,pt  t  itk  limr    MU  h  .Is  ilu- 
nv  ^  .ts>i  Is  or  \\  hai  flu  .  oin 
ji,Hi\  s  J.  his   lu  lMhi!nu-s 
lit:  i  Jint.ii    ol  i\|im\    jHil  ilUii 
ll  oi  .1  siali'iiuiu  I'M  ,1  small 

I  .)0(.is  (,  oiiip.uiv 


F. E.D.  Foods  Co.  Balance  Sheet 


As  of  Pcccmbcr  11. 


100}  loo; 

(S  1  liousandh  '■ 


Assets 

(   nirciil    \ssfl.s 
I     >  .isll 

2.  NLuktlabJc  Vi.uriiii-s 
V  .Vccimnis  Receivable 
4  Invenliines 
")  Prepaid  hxpcilses 
11    liual  t  urreni  .Assets 


8 
42 


7   I'l.inl,  l'roperl\.  .iml  liiuipni 

em 

1   OO, 

it>,l 

rt.  Less  .Viiumiil.Ked  l)c| 

Ul 

aliiMi 

iJO 

417 

I)  Nei  m; 

1 

10  Invesiinenls 

.t 

1 1    Olbti   \sscls 

It 

1  2    lolal  Assiis 

1.11-' 

i   .'. 

Liabilities 

t  iKnn!  1  lahilii Its 

1  ■.    \;t.iLims  l',i\al>lc 

iS 

4  J 

1  i     ■-.■!.■.  I'.r.   liili- 

^l' 

ttO 

1  1    [.'Ml  t  mu'iii  i  i.ilnlirics 

1  IS 

Kis 

111    1  >iiiti   ll  '"•  1  '■  ll' 

ii 

,1 

17   [\Wiu  ,i  •  ...  [    iImIu 

IS    l.iial  1  lahiliius 

1  ^'  ' 

1    ,      ' 

Capital 

1''  I  ommoii  Slink 
20  Retained  1  atnini;s 
2 1    loial  1  labdilies  jtml  C  apiial 


-12«2 
l.lli 


1  .iW 


SS&. 
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A  Profit  and  Loss  Statement 


Shows  the  priifit  or  loss  lor  the  year    I  h.  i  loss  siatointiil,  also 

talliil  ihi-  intoim-  statement,  takes  the  salt  -  lor  ilu-  busines-.  siiblraets  the 
10-.I-.  .'I  i;ooJs  sold,  then  subiraels  other  i\piri-.ts  Phis  is  a  profit  aiiti  loss 
sl.Ui  nurii  liH  I   I    l>   I  oods  C  onipan\ 


FED.  Foods  Co. 

Profit  and  Loss  Statement    in 

Vars  litided  nctenihir  U. 


.1    \il  s.llcs 
i-  (  ost  of  (ii)ods  Sold 
c  Cress  PioliI 

il    s,  11;,,^  .,,u|    'uliiiirii- 
r    I  i-.l-c   I  .r,  llKlli. 


Other  Income  •  t..Hptn>r 
i   Intcresl  Income 
merest  F  xpen>e 

k   I  aninigs  lielorr  liKi'iiii   i.i\i 

1   liK  onic  laxes 

m    \el  I  .wninizs 


tiu-  si.H^nu  ni 


]9<ii 

1992 

1 S  Thousands  > 

-  <>3? 

S  sOO 

iiS 

& 

27  1 

l^V 

1  " 

10 

!    1 

1  j 

-t2 

i: 

}> 

lo4 

It's 

i 

1 

__L> 

.  .0 

l(i7 

100 

-J.L 

IV 

llll 

?: 

m  t 
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A  Statement  of  Cash  Flows 

Prcsi'iils  ilu  M'U 

..  t 

.  uir  huMii.  -  ^                 .  :  iiuonie.  new 

capUal.  or  loan  prokccdi-  vcrhiis  the  i-vpiTidiiurc!,  or  ust-s  ol  ihc  cash,  over 

a  ^pccilii'd  pfrioil  ol 

time  .\n  example  il  iht  i  ,ish  flow  statement  for  P  ED. 

1  otxls  C  onipain 

Iss 

ht>wn  helow 

li  s  ai  I  his  stage 

hat 

\'0U  will  appreti.Ut-  h.uini:  .rii  ellecti\e  .iciouniuig 

sv>icm,  Withoui  this  systi m   .  i  u  \\i-n\  Wimv  il  you  are  profitable  or  not.  let 

alone  i(  you  are 

iciuid  enouj;li  isimpU  jnu   h.ivc  enough  cash  on  hand)  to 

pav  lor  the  next  ord 

-■r  of  merch.milis,     \  nuod  svsiem  also  will  help  you 

track  \our  company 

s  growth  anil  ,miu  ipai-.  luiure  cash  needs. 

F. E.D.  Foods  Co.  Cash  Flow  Statement 

Operating  Activities 

\('I  hiconie 

s     110 

Plus       Depicn.iiion 

-.0 

Decrease  in  I'l.  pau!  1  \penscs 

1 

Incre.ise  in  IHkrui!  I.t\  I  iahilit\ 

10 

171 

I.--         Plolll 

{2>> 

Increase  in  lir.cni.'iu^ 

l7' 

Incre.ise  in  At^.uim^  Kn  iis.i!il> 

i8' 

het lease  in  XivoiuMs  P.uahle 

•  •4' 

Nfi  (  ash  Pio\idcd  1  rom  Operating  \cli\ities 

127 

Investing  Activities 

t  .imim!  I  \|-,     : 

i  l(i"i 
i  50 ' 

1  'neni 

42 

Net  (  ash  Pro\ided  1  coin  Investin^^  Activities 

(125) 

Financing  Activities 

^^^^                                       Pr.MnU    1    t,.|'l    S.ik-   ol    S|l,ll^ 

40 

I^Hk,                    Proceeds  1  ri>m  NoUv 

n 

^^^K 

,>8) 

^^^K-       ^et  (  ash  ProMded  i  rout  1  tnant  in^  Velivities 

(5) 

^^Hk      Increase  in  <  ash  and  Markeiahle  Securities 

W 

^^^Hp       NlotA>.      1    r^.^.,^..,                                 .'...•.- Si^?  i~trio 

•  ■  ■•■  ,<  ■mmsmfmnsi-                                                           1 3 

■Hllr: 
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Ratio  Analysis 

Another  tool  the  lender  will  use  is  financial  ratio  analysis.  Ratios  permit 
review  of  a  company's  current  financial  performance  versus  that  of  previous 
years.  In  the  same  way  that  a  medical  checkup  tests  one's  heart,  lungs,  and 
changeable  factors  such  as  body  weight,  an  analysis  of  a  company's  financial 
performance  considers  the  status,  changes,  and  relationships  of  critical  com- 
ponents of  a  company's  health. 

The  lender  also  may  use  financial  ratio  analysis  to  consider  how  a  company 
is  doing  when  compared  to  another  company  A  limitation  of  such  compara- 
tive analysis  is  that  different  industries  are  driven  by  different  factors.  As  a 
result,  the  financial  ratios  of  a  manufacturer  and  retailer  can  be  quite  different 
even  though  both  coinpanies  may  be  similarly  successful. 

Lenders  are  trained  to  appreciate  both  the  benefits  and  limitations  of  ratio 
analysis  and  to  consider  financial  results  in  the  context  of  the  company's  'peer 
group"  of  similar  companies  within  its  industry.  To  find  out  what  the  bench- 
marks are  for  your  l)'pe  of  business,  you  may  refer  to  guides  published  by 
Robert  Morris  Associates  and  others. 

The  following  section  presents  some  widely  used  ratios  from  four  financial 
ratio  categories:  profitability  liquidity,  leverage,  and  turnover.  The  section  also 
provides  examples  of  the  ratios  calculated  for  the  sample  company,  F.E.D. 
Foods  Company  Your  lender's  analysis  also  may  include  ratios  specific  to  your 
particular  industn'.  For  additional  information  on  financial  analysis  and 
calculation  of  ratios,  check  with  an  accountant,  your  lender,  or  one  of  the 
sources  listed  in  the  Information  Guide  in  this  booklet. 


Profitability 


ation  an  intrcpniieur  receives  lor  the  assumption  of 
aUiii     I  Ik  proluable  business  must  cover  its  overhead 
;iii>iii-  liii  lis  owner  out  of  Its  "after-product-coMs" 


Gross  Profit  Margin 

Oiu  1  cm  1114 111 l\  ijscii  iiu.isurc  of  profitability  is  gross  profit,  which  is  your 
-.iK  s  iiuruis  \iiui  piodiK  1  losis   In  ralin  lorin   il  is  called  ihe  gross  profit 


Gross  Profit  Margin 


Net  Sales  -  Cost  of  Goods  Sold 

Net  Sales 


111   ui.'H-  pK  !ii  iii.iij;iii  l.u  I  I    n   I  • 
S633. 000-8358,000 
$633,000 


X  100  =    43.4  % 


JfflK&SiBffifca&.a'i'.'-sfjaaf 


14 
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Operating  Profit  Margin 

AnolliM  nil  .1,111.   .i|  MHU  piolil.ihihu  r~  ilii   .i|ii't.Uinj;  pnilii  iii,ii'.;iii    I  lies  w 
itu-i.:  '.  s<Tiiri.c  ih.ii  1^  1  \|n  1 1,  il  to  grow  \car  1(1  \i  .11   I- M'lii 

biisiiw  iihI  II  I'XiliuK  ~  uii<  ir~i  i'\pcnsc.  laxc.,  ami    .  -.ii.i.'icliii.ii\ 

ilrni^    -.ill  ii  .1-.  ili<   ^.il>  .i(  pi"i 

IllClur    pii'hl.llilhl-.    tll.lll  ull.     ..    .:    .       ::..     :.....     ...I.lIU    I  ( in>l  JflCll  .1  fjooj 

sliin  ti  i:    I  .  .  'iiip.iit\ 


Operating  Profit  Margin 


Operating  Profit 
Net  Sales 


$164,000 
S633.000 


X  100  =  25.9% 
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Liquidity 
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Ho«  miicli  cash  docs  yiuir  business  have  on  hand  for  immediate  use? 

Quick  Ratio 

1  mo  shows  what  assets  vour  business  can  immediately  convert 

I  as  the  business  chcckin);  account  and  money  market 

.In. unl- 


eash 
♦  Marketable  Securities 
+  Accounts  Receivable 


Quick  Ratio  = 


Current  Liabilities 


SOLD 


$3,000    f  S8.O00   +  S42,000 

SI  18,000 


=  O  45 


Current  Ratio 

1  h.  1  iitii  iv  i.iiui  IS  a  broader  indication  of  hquidity  because  it  includes 
iriM  iiiurx   I  I'r  iniipos'.  >  of  showing  your  immedialc  access  to  cash,  many 
IciiiJfi-  liii.i  H  !■  ~-  I!-.  I  111  ihan  the  quick  ratio.  In  general  lenders  look  for 
\inii  1 1 J  vour  current  liabihties 


Current  Ratio  = 


Current  Assets 


Current  Liabilities 


I  I  111  ,  !uu  III  i.iihi  I.H  I  i   l>  Foods  Company  for  1 W 5  is; 

^vV     \  $212,000 


=  18 


$1  18,000 


16 


Leverage 
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I  In   I.  1 ,  i,ii;i  i.ui.>s  nn-.iMiri-  ihf  >onip.ii>\  ■.  u-c  .i|  h. 'iLnv,-.!  luiuK  in 

li.  ilu  .1111. >uru  i>l  liiiuls  pn>\uliil  Iv,  ihc  vli.iulhil.lirs  or  owners, 
il.i-.  i.iiios  ii-ll  ilu  Iduii  :  ''""  "....  i.  II  ■  ■  .M.  ii-.  borrowed  versus 
wh.ll  money  v.ni  .ind  .ili.  '  ompany  This  is 

nnix)ri.ini  because  Ih.iio\\.u i  >  .  ..i : ,  -  ,ii.  i,  >i  ^.. sis  and  your  business 

must  generale  sutfuTenl  t.isli  llow  lo  cmcr  ihe  inlercsl  and  prineipal 
amounis  due  lo  ihe  lender  Generally  speaking,  toinpanics  wilh  higher  debl 
levels  will  have  higher  inlercsl  eosls  to  cover  each  monih,  so  Io«  lo  moder- 
ale  leMT.ige  is  nearlv  alwa\s  \kuiiI  more  f.nor.ihly  bv  prospeclive  lenders. 

Debt  Ratio 

The  most  common  leveragi  r.iiio  l^  i  .ilk  J   sinipK  ihi  debl  ratio; 


Debt  Ratio 


Total  Liabilities 


Total  Liabilities  +  Capital 


Ilu- dil'i  i.ilio  l..i  I   !    n   1  o.kI-- (  ..riip.un  |.>i  l>>o-,  ,. 

S195  OOO 
X  100  =17.5% 


S1.1  12.000 


i-:-if--- '■"-">  ■•"^'■"f^- 
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Turnover 
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I 


ei 


rhc  lurnovcr  ralios  funis  on  ihc  o|>cralmg  cycle  of  \ oiir  business  by  exam- 
ining us  cash  flow.  1  hcv  show  the  amount  of  lime  il  takes  tor  cash  to  move 
through  the  accounts  receivable,  inventory  account,  and  accounts  pa\  able 
in  \our  business. 

li  IS  inipoii.ini  M  know  how  many  days  it  takes  your  company  to  pm  *  .i--. 
invtnton.  pay  lor  it.  sell  it.  and  collect  the  cash  for  the  sales  Those  vilcs 
you  make  on  the  customers  promise  to  pay  at  a  later  date  (also  known  as 
credit  sales)  may  not  actualU  produce  cash  for  30  to  60  da\s  You  can  get 
squeezed  if  you  don  t  understand  this  cycle  and  find  that  vou  have  to  pay 
for  ncv\  supplies  before  your  customers  have  paid  you 

(,,iinin!>  an  undersianding  of  the  cish  flow  of  your  business  is  the  most 
im|i.vi.itu  Im.inu.il  planning  tool  \oii  have  .\n  examination  of  the  uiriu-M-r 
i.iiu^s  ..  .m  help  M'U  lo  undcrst.md  ihc  opiTaiini;  cvcle  in  vour  hiisimss 

The  llircc  lumovcr  i.ilU's  ,irc  llic  collciUon  period  ratio,  iht  dd\s  to  sell 
invcnior\  ratio  ,iiul  ilu  davs  purchases  in  accounts  payable  ratio 

Collection  Period  Ratio 

!  list   till  KilKi  ii.'ti  piVKHJ  raim  iiul  Kates  how  qiiukK  \iai  inllcci  I  he  ^.ish 
MHif  ^:usl^^rluTs  ovsi' \*ni    1  ho  L  .  '     "               '^    :  :i.  ttic  soo!!'  !  inil 

it  to  w.irk  jiurth.isiiio  iii,>ic  iiv  .    ■>!  v  mtint  n. 

lower  the  luitiihii   ihe  belter 


Collection  Perioci  Ratio 


Average  Accounts 
Receivable 

Net  Sales 


X  365 


>llei  lion  period  ratio  for  F.E.D.  Foods  Coinpan\  lor  I'J'J?  is 

(542,000+  S33,000)/2 
X  365  =  22  days 


3633,000 


■itement.  page  '2 


18 


83 


Days  to  Sell  Inventory  Ratio 

Moil);  ihc  viinc  lim^  is  llic  second  mrnovtr  ralio.  ihc  days  to  st-ll  invcnion 
rjiio   1  Ik-  days  u>  sell  in\cmor\  ratio  ttlls  how  cfficicnl  voii  are  at  nialihing 
your  purchases  to  your  sales  Low  in\ciitor\'  days  indicalc  that  you  ve 
.u  I  nralelv  lorecasied  the  demand  lor  \oiir  prodiu  I    Thai  wav  excess  mven- 
ion.  iMi  1  accunndatingon  your  slu  Kc-.  .iiid  .ulJini;  lo  o"-i^ 

„  „    ..  Average  Inventory 

Days  to  Sell     ,        ^ 1_  ^365 

Inventory  Ratio  cost  of  Goods  Sold 


rlu  J.ivs  10  sell  iiwciili.i  i    I    n   I  ii.ni- I  ..iii|i,iin  I..1  h'o 

(SI  57,000  ■►  Si  50.000)/2 

X  365  =  1  56  days 


S358.000 

'Uom  tMilance  sheoc  page  1  l.  a'    l  )t*am«nt.  page  12. 

idino  4  (1993J  •  lino  4  M992J/TWO 


Days  Purchases  in  Accounts  Payable  Ratio 

The  days  punhases  in  accounts  p.n.ibU  t.iiio  is  ihc  ihird  turnover  ralio 
This  ratio  measures  ho«  quk  UK  .ni  p.u  \ our  suppliers  lor  invcnior\' 
purchased  dencrally  speakun;  ii  is  .uKjiuagcous  for  small  businesses  lo 
pav  for  prodiu  Is  prompiK  so  ilu\  .  .in  i.ikc  .idvaniage  ol  priie  discounts. 


Days  Purchases  Average  Accounts  Payable 

in  Accounts       =       x  365 

Payable  Ratio  Cost  of  Goods  Sold 

+  Change  in  Inventory 


I  lu  days  purchases  111  ,1  ;  1   I   P   I  .">ils 

c  ompany  lor  1W5  is 

($38  000  +  S42.000)/2 

X  365  =  40  days 


S358.000  +  S7.000 


.Iruin  oniaMt.o  sheot.  pagtt  l  1  aix!  :       *  ■         •  ■    Mrfvie  12. 

(line  13(19931  «  line  13  (1992l't.  ,  a|)  X  38SI 
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Pro  Forma  Financial  Statements  and 
Financial  Projections 


Pni  lorin.i  lui.nn  i.il  st.iH-innil-.  arc-  ilii-  iiurcpri-iii-iir>  best  kuoss  .iboiill 
iH  \(  MMr  A  ill  look  like  lor  itii;  buMness.  I'hi-sc  tools  will  help  \ou  .mik ip.itc 
will  ihi  '  m  \|  M.irs  cash  (low  will  bt-  sufficiem  to  cover  all  voiir  io-.i>  .iiid  il 
noi  lioA  niiK  It  monej-  you  «ill  need  lo  borrow. 

i         '  '>ii,  finaiuial  proicciions  porniil  vou  lo  make  csimijti-. 

i^  !i  vols,  expansion  eosis,  or  general  business  eondilions 

.111.1  ~>  1  li.'w  -.i:.  Il  londilioiis  would  afteil  \out  eompanvs  linaiKial  usulis 
m  ihe  \r.irs  lo  i(*tiie 

I  he  (irepai.ilioii  ol  pro  fornijs  ami  |  inplex  exeriisc  th 

„.qUll.-    '  ■'""  !  1  l....il..,l,..    .,|  I,,,..:  ■•  ,„r..|„.„. 

disLiis' 

help  ol  ..  .11,  ...  ,.,.1,1. ■..■,,!■  ...  ,,,.   ,i>i>  ,M  ,,-i  ,.hi  ..i  1,11  ^,iin  ,  -  iisii  li  II 
Iiilorin.iiion  l  tuuie   iln  cmu  is,'  ^  .in  pto\  ult  boih  \oii  .iiul  Mmr  pouiitial 
leikleis  \v  ith  ^,lUl.ll1ll  msi^tiis  iiuo  \.>iti  husmi  ^s 

1  hese  .ire  pro  {.■nii.i  tin.uu  Ktl  st.uinn  ni>  t' Il  f   I    1"'   I  otnlv  i  iiiip.iir.   >.\!iuii 
evpecis  lis  s.ili  s  (,,  Ku  ic'si   h\  2ip>  "W    i  ],^  pi.i  |.h  n;.i  vi.ue 

nienls  show  ho\v  .in  i  \p<,  t  ii-.l  ^.iK  ^  i,  .  .  Ii.m.u'i.  liu  'iMiip.ui'. 

prolii  .iinl  los-.  si.ii,  in.  ni  .m.l  ImLhi,  ■   slu  1 1  l.'itx.i-!  loi  iu\!  m  .ii 


F.E.D-  Foods  Co    Pro  Forma  Balance  Sheet 


F  E.D    Foods  Co- 
Pro  Forma  Profit  and  Loss  Statement 


1  Pr«faHl  K\pcn^^ 
'1 4  urrriH  .-Ksvb 

ii'ii  Propcnv. ami E.^u^lMtHiit 
^  I.c«sA(Cuniablc«i  IVpii.  I 

•  vi 
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Resources  and 
How  to  Use  Them 


There  are  numerous  programs  available  to  assist  prospective  and  existing 
small  business  owners.  Many  are  wholly  or  partially  funded  by  federal  or  local 
government  entities  and  can  provide  services  to  you  at  low  or  no  cost. 
Sometimes  staffed  by  university  professors  and  graduate  business  students, 
retired  business  executives,  or  small  business  consulting  specialists,  these 
programs  are  excellent  sources  of  advice.  An  abbreviated  list  of  resources  in 
your  area  appears  in  the  Information  Guide  located  in  the  back  pocket  of  this 
booklet. 

Types  of  Assistance 

Small  business  assistance  programs  generally  fall  into  two  categories: 
training  programs,  which  teach  business  owners  technical  and  financial  skills, 
and  loan  programs,  which  offer  loans  or  loan  guarantees  for  small  businesses. 


Training  Progranns 


Loan  Programs 


IVpenilmg  on  ihe  organi:.uu>n  .iiul  on  \.iur  p.ulicul.ir  needs,  training 
programs  oHer  skilllniildinn  .l^■,l^l.lllt  i  eiilui  in  the  ilassroom  (iir  several 

v'.tif-'.M  111  nuliMdu.iKiiun-,i.lini;  ^fNsunis 

Technical  assistance  programs  i,in  ■  owt  .1  wuk  ran>;.-  o( 

i.'pu  -  ami  lluii  .ipplk  ,ibilii\  dc|><  luls  on  tin  n.iliiiv'  .'I  mhii  hu-.iiu-.v    lopiis 

Hl.r.   tiu  Uuic  piiMJih  111  wi    inut-i)!li'J    dl-,:]  (hulhMi    p.u  k.i^inil    nnp<'t^r\porl 
di'y  unKlu,itttjti    ,inj  hiiin.iM  It  >>iu[n-.  ,'!  -l,Ht  ni,in,i^«Miu-ii( 

Financial  skills  assistance  programs  mh.  ualiuk  H.imc 

.u  I  tMuiiMi'.;  ,  .isli  tlo'.v  in,ir,,i,:i.  iiM.  n!    s.ilr^  prujiUhins.  Ic.i^ibihl  \  suulus. 
.iinl  ;.i%  pl.iiiiiiiii; 

Business  plan  development  courses  nu  Indc  iKiupoiu  lus 
o(  Knli  ilu  uihiinal  .iiul  Iiii.uh  mI  [>int;raiii-  ,inil  assist  vou  \nlli  ioiiipo-,m.i;. 
p*|!.>i  i!ii'   .nul  pii  Ni  iihiii:  \oui  husuK'-s  pl.in  .iiul  lo.m  piopos.il  i,>  pro-pi ..  • 


Loan  programs  .uc  .uui'iii;  iho  hsi'UM^  .'Ik nd  In  small  business 
ins'.'simeni  i  orpor.i:i.Mis  ,rul  slate  c.r  local  dc\clopiiuni  corporatioas.  These 
programs  ivpuallv  base  luiuls  available  to  K  nd  diictth  1.'  lu-u  01  expand- 
ing Inisinesscs.  The\  .ilso  ma\  oiler  i;uaranli.cs  ui  inlui  siip|i. mi  lor  a  loan 
given  l>v  a  iradilion.il  U  luli  1   mk  h  .is  .1  lunk   in  lu  Ip  miiimh   ilu  h.inks  nsk 
of  lending  direciK  to  .1  lu  w  sin.dl  hiisiiics^ 
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;  M  Nii^inis--  ni.H  Ivi'i    h  .iki  I  m.i\  ht  un  civ  nii;  ■><ni!i'  t\  [h  <>\  ^i'\  ci  ti 

Kmii-^    i'lii^r-iiri--  iti.il  pi^s  uK'  ij^it.ir.iiiUr-.  limn  .1  -j,. '\  ^  1  iinu  iii  .i^i  ik  ■    1.  >  |  m\ 
th'.  io.in  il  \oui  Ini'^iiuss  l.uls  ni.n  i..'in  iiui'  .1  h.Hik  u>  Iciul  u-  \oui  hu^iiii  -■• 
\\  lien  II  villu  ru  i>(-  wiuikln  i 


Small  Business  Administration 


{  rr.iudiii  l^'^i   ihi  Small  Business  AJniinisii.Mion    ->}.  \    phuulf^  man- 
Ji;tnu  ni  .irui  hnaiu  i.tl  a'^sisiaiui-  iti  sinali  hu'sinc'^sfv   M.unK,  the  SBA 
■luat.inuis  lii.iiis  ihroiiiiJi  linatuiat  insliluimns    Ihc  K>.ui>  nun  be  ust'd  for 
wor  kirtii  ^  .tpii.i!    m.u  liini  i\  .iiu!  t  i.|uipnuiil   .u  ijui^m.-n  nt  rt  .ti  i-^i.Ui'.  antl 
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If  Your  Application 
Is  Not  Approved 


If  your  loan  is  not  approved,  ask  why.  You  are  entitled  by  law  to  a  written 
statement  of  the  reasons  for  a  loan  denial,  if  you  request  it.  Many  banks 
automatically  supply  the  reasons  for  denial  in  writing. 

Knowing  the  reasons  for  a  loan  denial  can  inform  you  of  areas  in  your 
proposal  that  didn't  meet  the  lender's  standards  Since  all  lenders  do  not  share 
identical  standards,  another  lender  may  reach  a  different  credit  decision. 
Review  your  loan  proposal  in  light  of  the  lender's  comments.  See  how  you  can 
use  the  resources  or  ideas  presented  in  this  booklet  to  strengthen  your  applica- 
tion. Go  through  the  process  of  reviewing  your  technical  and  hnancial  mate- 
rial again,  and  then  review  your  business  plan.  Find  any  areas  that  could  be 
augmented  further  and  lead  to  an  approval  on  your  next  request. 

If  you  believe  you  have  been  denied  credit  unlawfully,  you  should  contact 
the  regulatory  authority  that  supervises  the  institution.  A  list  of  the  regulatory 
agencies  in  your  area  is  located  in  the  Information  Guide.  The  Equal  Credit 
Opportunity  Act  (Federal  Reserve  Regulation  B)  prohibits  lenders  from 
denying  your  application  on  the  basis  of  race,  color,  religion,  national  origin, 
sex,  marital  status,  or  age,  or  from  discouraging  you  from  applying,  or  giving 
you  less  favorable  terms  than  any  other  applicant,  on  such  a  basis. 
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Glossary 


Accounts  payable:  Amount  owing  to  creditors  for  goods  and  ser- 
vices on  an  open  account. 

Accounts  receivable:  Amount  due  from  customers  for  merchandise 
or  services  purchased  on  an  open  account. 

Asset:  Anything  owned  by  a  business  or  individual  that  has  commercial  or 
exchange  value. 

Balance  sheet:  Financial  statement  that  presents  a  "snapshot"  of  what 
the  busmess  owns,  what  it  owes,  and  what  equity  it  has  on  a  given  date. 

Capital:  See  Equity 

Capital  expenditures:  Purchases  of  long-term  assets,  such  as 
equipment,  used  in  manufactunng  a  product. 

Cash  flow:  Incoming  cash  to  the  business  less  the  outgoing  cash  during  a 
given  period.  Also  used  to  refer  to  the  figure  derived  from  net  income  plus 
noncash  items  charged  off  in  the  accrual  accounting  process. 

Collateral:  Assets  pledged  to  secure  a  loan. 

Collection  period  ratio:  Indicates  how  quickly  your  customers  pay 
you.  Average  accounts  receivable  divided  by  net  sales,  multiplied  by  365. 

Community  Reinvestment  Act  (CRA):  Under  provisions  of 
the  Community  Reinvestment  Act  of  1977,  banks  and  thrift  institutions  seek 
opportunities  to  help  meet  the  credit  needs  of  their  local  communities,  includ- 
ing low-  and  moderate-income  neighborhoods,  consistent  with  safe  and  sound 
operation  of  the  institutions. 

Compensating  balance:  Money  a  bank  requires  a  company  to 
leave  in  a  deposit  account  as  part  of  a  loan  agreement. 

Corporation:  Form  of  business  ownership  that  is  a  legal  entity  on  its 
own  and  puts  stockholders  and  the  board  of  directors  in  control.  Owners  have 
limited  liability  for  the  corporation's  actions.  A  corporation  has  unlimited  life 
and  in  most  cases  is  taxed  as  an  entity  on  its  own. 

Cost  of  goods  sold:  Figure  representing  the  cost  of  buying  raw 

materials  and  producing  finished  goods. 

Current  assets:  Cash  or  other  assets  you  expect  to  use  in  the  operation 
of  the  firm  within  one  year. 

Current  liabilities:  Debts  you  expect  to  pay  within  one  year. 

Current  ratio:  Shows  the  firm's  ability  to  pay  its  current  obligations 

from  current  assets  Current  assets  divided  by  current  liabilities. 

Days  purchases  in  accounts  payable  ratio:  Indicates 
how  quickly  you  pay  your  suppliers  for  inventory  purchases.  Average  accounts 
payable  divided  by  the  cost  of  goods  sold  plus  change  in  inventor)',  multiplied 
by  365. 

Days  to  sell  inventory  ratio:  Indicates  the  firm's  efficiency  at 
matching  purchases  to  expected  sales.  Average  inventory  divided  by  the  cost  of 
goods  sold,  multiplied  by  365. 
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Debt  ratio:  Indicates  the  firm's  debt  level,  or  leverage  Total  liabilities 
divided  by  total  liabilities  plus  capital. 

Depreciation:  Amortization  of  the  cost  of  a  fixed  asset,  such  as  plant 
and  equipment,  over  several  years,  or  the  "depreciable  life. " 

Dividend:  Distribution  of  earnings  to  shareholders. 

Equal  Credit  Opportunity  Act  (Federal  Reserve 
Regulation  B):  Prohibits  lenders  from  denying  your  application  on  the 
basis  of  race,  color,  religion,  national  origin,  se.x,  marital  status,  or  age,  or  from 
discouraging  you  from  appl>ing,  or  giving  you  less  favorable  terms  than  any 
other  applicant,  on  such  a  basis.  Regulation  B  also  contains  specific  rules 
governing  credit  transactions. 

Equity:  The  ownership  interest  in  a  business  remaining  after  its  liabilities 
are  deducted.  Also  known  as  common  stock  plus  retained  earnings,  or  capital. 

Extraordinary  items:  Unusual  or  nonrecurring  event  that  must  be 
explained  to  shareholders  or  investors,  such  as  a  manufacturer's  sale  of  a 
building. 

Finance  company:  Competitors  of  commercial  banks  in  providing 
credit  to  households  and  firms.  Unlike  banks,  they  do  not  accept  deposits. 

Financial  projections:  Estimates  of  the  future  financial  performance 
of  a  firm. 

Financial  statements:  Written  record  of  the  financial  status  of  an 
individual  or  organization.  Commonly  include  profit  and  loss,  or  income, 
statement;  the  balance  sheet,  which  includes  a  statement  of  the  company's 
retained  earnings;  and  the  cash  flow  statement. 

Fixed  assets:  Long-term  assets  such  as  buildings,  equipment,  or  prop- 
erty that  are  not  expected  to  be  converted  to  cash  in  the  near  term. 

Gross  profit:  Indicates  the  revenues  of  the  firm  before  consideration  of 
its  operating  expenses.  Net  sales  less  cost  of  goods  sold. 

Gross  profit  margin:  Measures  a  firm's  profitability  Gross  profits 
divided  by  net  sales. 

Gross  income:  Net  sales  less  cost  of  goods  sold. 

Installment  loan:  Loan  type  that  is  paid  in  periodic  payments,  such  as 
an  automobile  loan. 

Inventory:  'Value  of  a  firm's  raw  materials,  work  in  process,  supplies  used 
in  operations,  and  finished  goods. 

investor:  An  individual  who  takes  an  ownership  position  in  a  company, 
thus  assuming  risk  of  loss  in  exchange  for  anticipated  returns. 

Leverage:  Measures  the  firm's  use  of  borrowed  funds  versus  those  funds 
provided  by  the  shareholders  or  owners  (equity). 

Line  of  credit:  Although  not  a  contract,  a  bank's  promise  to  lend  to  a 
specific  borrower  up  to  a  pre-agreed  amount  during  a  specific  time  frame. 
Usually  reviewed  annually  and  subject  to  cancellation  without  notice. 

Liquid  assets:  Those  assets  that  can  be  readily  turned  into  cash. 

Liquidity:  Gauges  firm's  ability  to  quickly  turn  assets  into  cash. 

Marketable  securities:  Securities  that  are  easily  sold. 
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GIOSS3ry  Net  income:  The  sum  remaining  after  all  expenses  have  been  met  or 

(continued)  deducted.  Also  called  profit. 

Net  sales:  Gross  sales  minus  returns  and  allowances. 

Net  worth:  Excess  of  assets  over  debt. 

Niche:  Particular  speciality  in  which  a  firm  has  gained  a  large  market  share. 

Operating  expenses:  Those  costs  associated  with  the  day-to-day 
activities  of  the  business 

Operating  profit  (loss):  Income  or  loss  before  taxes  and  extraordi- 
nary items  resulting  from  transactions  other  than  those  in  the  normal  course 
of  business. 

Operating  profit  margin:  Measures  a  firm's  profitability  by  exam- 
ining the  pre-tax  profit  generated  from  primary  operations  (versus  extraordi- 
nar\'  items)  in  relation  to  net  sales.  Operating  profit  divided  by  net  sales. 

Partnership:  Can  be  general  or  limited,  but  in  either  case  the  general 
partners  are  in  control.  The  tax  burden  is  shared  by  all  the  partners  at  their 
personal  rate,  and  the  general  partners  have  unlimited  liability  Limited 
partners  have  limited  liability. 

Principal:  The  currently  unpaid  balance  of  a  loan,  not  including  interest 
owed.  Also  can  refer  to  a  primary  owner  or  investor. 

Profit:  Compensation  an  entrepreneur  receives  for  the  assumption  of  risk 
in  a  business  venture.  Also  called  net  income. 

Profit  and  loss  statement:  Summary  of  the  revenues,  costs,  and 
expenses  for  a  business  over  a  period  of  time.  Also  called  the  income  state- 
ment. 

Pro  forma  financial  statements:  Financial  statements  for  a 
business  where  certain  amounts  shown  are  hypothetical,  or  estimated,  for  the 
period  depicted. 

Quick  ratio:  Liquidity  ratio  that  focuses  on  the  firm's  most  liquid  assets 
by  excluding  inventory.  Also  known  as  the  acid  lest  ratio.  Cash,  marketable 
securities,  and  accounts  receivable  divided  by  current  liabilities. 

Retained  earnings:  Net  profits  kept  to  accumulate  in  a  business  after 
dividends  are  paid 

Seasonal  loan:  A  loan  made  for  the  purpose  of  meeting  predictable  and 
periodic  funding  needs,  such  as  funding  of  camping  gear  inventory  before 
summer  purchases. 

Small  Business  Administration  (SBA):  Federal  agency 
created  in  1953  to  provide  management  and  financial  assistance  to  small 
businesses.  Mainly,  the  SBA  guarantees  loans  through  financial  institutions. 
The  loans  may  be  used  for  working  capital,  machinery  and  equipment  acquisi- 
tion of  real  estate,  and  expansion. 

Sole  proprietorship:  A  type  of  business  where  the  owner  has  full 
control  and  unlimited  liability.  A  sole  proprietorship  is  taxed  at  the  personal 
income  tax  rate. 
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Good  morning,  Mr.  Chairman  and  members  of  the  Subcommittee. 
I  welcome  this  opportunity  to  testify  on  behalf  of  the  Federal 
Deposit  Insurance  Corporation  (FDIC)  on  the  availability  of 
credit  to  minority-owned  small  businesses.   Small  businesses  play 
an  essential  role  in  the  economic  viability  of  local  communities. 
Since  small  businesses  have  very  limited  or  no  access  to  public 
credit  markets,  it  is  critically  important  that  these  entities, 
especially  minority-owned  small  businesses,  have  adequate  access 
to  bank  credit  on  reasonable  terms  and  conditions. 

My  testimony  today  will  discuss  the  FDIC's  initiatives  and 
participation  in  programs  to  stimulate  bank  lending  to  small 
businesses,  including  minority-owned  small  businesses.   I  will 
discuss  efforts  underway  to  reform  the  Community  Reinvestment  Act 
(CRA)  regulations.   In  addition,  I  will  discuss  programs  in  place 
to  evaluate  and  enforce  fair  lending  laws.   Our  goal  is  to  ensure 
that  every  creditworthy  borrower  is  guaranteed  equal  access  to 
the  lending  resources  of  banks  and  thrifts.   Finally,  I  will 
comment  on  H.R.  918,  legislation  introduced  by  Representative 
Wynn,  which  provides  for  the  collection  and  disclosure  of  certain 
data  relating  to  small  business  lending. 

Credit  Availability 

As  shown  on  the  attached  chart,  over  the  past  year, 
commercial  loans  outstanding  at  FDIC-insured  commercial  banks 
have  exhibited  healthy  growth  rates,  indicating  an  increased 
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availability  of  credit.   During  the  twelve  months  ending  June  30, 
1994,  loans  to  domestic  commercial  and  industrial  borrowers  grew 
by  4.9  percent  ($21.7  billion).   In  the  same  period,  loans  to 
finance  commercial  real  estate  properties  increased  by  4 . 5 
percent  ($11.9  billion),  loans  secured  by  farmland  rose  by  6.5 
percent  ($1.3  billion),  and  loans  to  finance  agricultural 
production  were  up  by  10.7  percent  ($3.8  billion). 

In  June  of  1993,  bank  Reports  of  Condition  ("Call  Reports") 
and  savings  institution  Thrift  Financial  Reports  ("TFRs") 
requested,  for  the  first  time,  information  intended  to  measure 
lending  to  small  businesses.   This  new  annual  data  collection 
included  details  on  commercial  and  industrial  loans  to  U.S. 
borrowers  of  $1  million  or  less,  loans  to  finance  commercial  real 
estate  properties  of  $1  million  or  less,  loans  secured  by 
farmland  of  $500  thousand  or  less,  and  agricultural  production 
loans  of  $500  thousand  or  less.   Call  report  data  for  commercial 
banks  show  these  loans  together  totaled  $346.2  billion  at  mid- 
year 1993,  and  $347.7  billion  at  mid-year  1994.   Any  year-to-year 
comparisons  of  the  data  should  be  made  with  caution,  however,  as 
modifications  to  reporting  requirements  for  1994,  aimed  at 
tightening  the  scope  of  loans  reported,  would  tend  to  understate 
loan  growth  over  the  period. 

By  other  measures,  however,  small  business  lending  appears  to 
be  on  the  rise.   A  recent  study  by  the  Federal  Reserve  Board 
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found  that  most  small  businesses  borrow  from  small  banks  and  most 
commercial  loans  by  small  banks  are  to  small  businesses. 
Assuming  this  relationship,  preliminary  data  being  compiled  by 
the  Federal  Reserve  Board  indicates  a  continued  upward  trend  in 
small  business  lending.   Total  business  loans  at  commercial  banks 
that  reported  95  percent  or  more  of  their  business  loans  in 
amounts  of  less  than  $1,000,000  showed  a  preliminary  gain  of  11.7 
percent  between  mid-year  1993  and  mid-year  1994,  with  commercial 
and  industrial  loan  growth  of  8.2  percent  for  the  same  period. 
It  is  worth  noting  that  the  Federal  Reserve  Board's  1989  National 
Survey  of  Small  Business  Finances  indicates  that  insured 
depository  institutions  provide  somewhat  less  than  half  of  the 
debt  financing  used  by  small  firms,  with  the  remainder  coming 
from  other  sources. 

The  availability  of  credit  and  related  issues  have  been 
addressed  over  the  last  several  years  in  a  number  of  policy 
initiatives  implemented  by  the  four  federal  bank  regulatory 
agencies.   In  March  of  1993,  the  Administration  and  the  bank 
regulatory  agencies  announced  a  program  of  specific  regulatory 
and  administrative  policy  changes  directed  at  increasing  the  flow 
of  credit  to  sound  borrowers  with  particular  emphasis  on  small 
and  medium-sized  businesses.   For  example,  the  agencies 
encouraged  small  business  lending  by  establishing  a  program 
whereby  a  basket  of  loans  to  small  businesses  would  be  evaluated 
by  examiners  on  performance  rather  than  through  a  detailed  review 
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of  documentation  and  paperwork.   In  addition,  the  agencies 
amended  regulations  to  exempt  business  loans  under  $1  million 
from  the  real-estate  appraisal  requirements.   The  regulators  also 
participated  in  many  "credit  crunch"  town  meetings  designed  to 
help  banks  and  borrowers  work  through  problem  loans  and  to 
understand  the  concerns  of  the  regulators. 

Community  Reinvestment  Act 

An  important  element  of  the  Administration's  credit 
availability  program  is  ensuring  that  credit  is  equally  available 
to  all  segments  of  society.   The  President  requested  that  the 
bank  and  thrift  regulatory  agencies  reduce  unnecessary  regulatory 
burden  and  focus  the  CRA  examination  system  on  more  objective, 
performance-based  assessment  standards.   To  that  end,  in  December 
1993,  the  federal  banking  agencies  proposed  sweeping  revisions  to 
the  regulations  implementing  the  Community  Reinvestment  Act 
(CRA) .   The  CRA  requires  banks  to  provide  credit  and  other 
banking  services  to  all  parts  of  the  communities  they  serve.   The 
CRA  program  is  an  important  tool  in  making  credit  more  available 
to  small  businesses  and  other  borrowers  in  underserved  areas. 

The  December  1993  proposed  CRA  rulemaking  substituted  a  more 
performance-based  evaluation  system  for  the  twelve  assessment 
factors  in  the  existing  CRA  regulations.   Under  the  proposal,  a 
financial  institution  would  not  be  assessed  on  its  methods  for 
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determining  community  credit  needs,  or  on  its  efforts  to  meet 
community  credit  needs.   Rather,  the  agencies  would  evaluate  an 
institution  based  on  the  results  of  those  activities,  i.e. . 
actual  lending,  service,  and  investment  performance. 

Collectively,  the  agencies  received  over  6,700  comment 
letters  on  the  December  proposal.   Comments  were  received  from 
financial  institutions,  community  groups,  state  banking  agencies, 
trade  groups,  state  and  local  governments,  and  Congress.   Most  of 
the  comments  expressed  support  for  developing  more  objective, 
performance-based  assessment  standards  that  would  minimize  burden 
while  encouraging  improved  performance.   However,  many 
respondents  expressed  concern  over  some  aspects  of  the  December 
proposal.   Accordingly,  the  agencies  have  revised  the  December 
proposal  to  take  into  account  the  comments  received.   The  revised 
proposal  is  to  be  published  in  tomorrow's  Federal  Register  for  a 
45  day  comment  period,  and  retains  the  basic  structure  of  the 
December  proposal  —  but  improves  some  of  its  elements.   Comments 
on  the  revised  proposal  are  being  accepted  until  November  21, 
1994. 

As  in  the  December  proposal,  large  financial  institutions 
will  be  evaluated  under  lending,  investment,  and  service  tests 
based  on  a  wide  range  of  qualitative  and  quantitative  criteria. 
These  criteria  will  consider  the  needs  of  the  community  and  the 
capacity  and  constraints  of  the  institution.   The  objective 
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assessment  criteria  include:   a  review  of  demographic  data  about 
the  community,  examiner-developed  information  about  community 
characteristics  and  needs,  information  about  the  institution's 
product  offerings  and  business  strategy,  information  about  the 
institution's  capacity  and  constraints,  data  on  prior  performance 
of  the  institution  and  the  performance  of  similarly-situated 
lenders,  and  written  comments  received  about  an  institution's 
performance.   The  review  of  loan  data  would  include:   the 
distribution  of  home  mortgage  lending,  small  business  and  small 
farm  loans  throughout  an  institution's  service  area,  the 
distribution  of  loans  to  borrowers  of  different  income  levels, 
the  proportion  of  local  lending,  and  the  number  of  loans  to  small 
businesses  and  small  farms. 

Small  banks  (institutions  under  $250  million  in  asset-size) 
will  be  evaluated  under  a  streamlined  assessment  method  that 
includes  reviewing  an  institution's  fair  lending  record;  degree 
of  local  lending;  record  of  lending  to  borrowers  of  different 
income  levels  and  to  small  businesses  and  small  farms  of 
different  size;  geographic  distribution  of  loans;  and  loan-to- 
deposit  ratio. 

The  revised  proposal  gives  greater  recognition  to  the 
importance  of  all  types  of  lending  to  low-  and  moderate-income 
individuals  and  to  lending-related  activities  within  low-  and 
moderate-income  neighborhoods,  as  well  as  to  the  importance  of 
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the  range  of  coiranunity  development  services  offered  and  how  they 
are  tailored  to  meet  the  needs  of  low-  and  moderate-income  areas. 
Community  development  lending  would  be  treated  as  a  principal 
component  of  lending  performance.   In  addition,  an  evaluation  of 
community  development  performance  also  would  take  into  account 
grants  to  support  community  and  economic  development  activities, 
including  small  business  initiatives,  and  investment  partnerships 
with  community  organizations.   The  changes  recognize  that 
activities  like  these  allow  institutions  to  access  federal, 
state,  and  private  funding  or  insurance  programs  that  replace 
capital  often  missing  in  such  neighborhoods  -  the  kind  of  capital 
needed  to  provide  the  borrower  equity  or  repayment  guarantees 
necessary  for  safe  and  sound  lending.   Such  activities  better 
enable  lenders  to  inv-^ease  low-  and  moderate-income  lending 
levels. 

Fair  Lending 

The  FDIC  recently  created  a  Division  of  Compliance  and 
Consumer  Affairs  (DCA) .   The  new  division  will  allow  the  FDIC  to 
be  more  responsive  to  consumers  and  bankers  and  allow  us  to 
broaden  our  outreach  initiatives.   It  also  will  strengthen  the 
FDIC's  ability  to  ensure  bank  compliance  with  consumer,  civil 
rights,  and  fair  housing  laws  and  the  CRA.   The  new  division  is 
the  culmination  of  a  series  of  important  initiatives  undertaken 
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by  the  FDIC  in  recent  years  to  improve  fair  lending  and 
compliance  supervision. 

In  1991,  the  FDIC  established  a  compliance  examination 
program  which  now  has  a  staff  of  nearly  350  examiners  dedicated 
solely  to  the  compliance  function,  which  includes  an  evaluation 
of  compliance  with  the  fair  lending  laws.   In  April  1993  the  FDIC 
revised  its  Fair  Housing  Act  (FHA)  examination  procedures  to 
provide  examiners  more  specific  direction  and  guidance  on  the 
three  basic  components  of  the  FHA  examination  process: 
collecting  and  evaluating  various  information,  analyzing  samples 
of  approved  and  denied  loan  applications  for  possible  signs  of 
discrimination,  and  reaching  conclusions  about  an  institution's 
compliance  with  fair  hou^xng  and  equal  credit  opportunity  laws. 
The  data  collection  component  of  the  FHA  examination  has  been 
greatly  facilitated  by  the  purchase  of  census  tract  maps  and  CD 
Roms  with  census  tract  demographic  data.   In  addition,  HMDA 
Examination  Tables  which  summarize  an  institution's  reported  data 
were  recently  installed  on  easily  accessible  computer  networks  in 
each  of  our  regions.   The  information  assists  examiners  in 
forming  judgements  about  an  institution's  lending  patterns  based 
on  racial,  ethnic,  and  economic  data  for  each  locality.   FDIC 
examiners  are  also  able  to  order  customized  HMDA  Analysis  Reports 
from  the  Federal  Reserve.   These  reports  allow  examiners  to  use 
different  variables,  such  as  the  income  levels  and  minority 
population,  to  more  accurately  pinpoint  discrepancies  in  lending. 
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In  the  area  of  community  outreach,  we  have  moved  to  create 
programs  that  will  help  the  agency  be  more  responsive  to  the 
public  and  the  banking  industry.   The  need  to  bridge  the  gap 
between  financial  institution,  regulator,  and  the  community 
resulted  in  the  establishment  of  our  Community  Affairs  Program  in 
1990.   The  Community  Affairs  Program  has  been  particularly 
helpful  in  assisting  our  compliance  examiners  on  matters 
concerning  HMDA  data  analysis  and  in  helping  consumer  and 
community  groups,  government  officials  and  other  interest  groups 
and  individuals  to  understand  and  participate  in  the  fair  lending 
and  community  development  processes.   The  FDIC  believes  that  the 
constructive  working  relationships  between  financial 
institutions,  community  groups  and  the  bank  regulatory  agencies 
further  enhance  the  implementation  crt   fair  lending  laws  and 
regulations.   Currently,  the  FDIC  is  exploring  ways  in  which  the 
Community  Affairs  Program's  outreach  can  be  expanded. 

The  FDIC  continues  to  encourage  the  institutions  it 
supervises  to  take  a  proactive  approach  to  promoting  equal 
lending  opportunities  for  all  protected  groups.   In  August  1994, 
the  FDIC  released  fair  lending  self-testing  guidelines  for 
depository  institutions  to  detect  and  prevent  illegal 
discrimination.   The  publication,  entitled  "Side  by  Side:   A 
Guide  to  Fair  Lending",  takes  a  practical  approach  to  developing 
a  self-testing  program  that  can  help  detect  discrimination  and 
also  offer  suggestions  on  how  to  correct  discriminatory  practices 
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and  improve  fair  lending  performance.   A  copy  of  the  guide  is 
attached  to  the  testimony. 

H.R.  918 

The  "Small  Business  Lending  Disclosure  Act  of  1993"  provides 
for  the  collection  of  certain  data  relating  to  small  business 
lending.   Certain  provisions  of  this  bill  parallel  some  of  the 
small  business  loan  data  collection  components  of  the  agencies' 
efforts  to  reform  the  CRA  regulations  —  especially  the  original 
CRA  proposal  issued  for  comment  in  December  1993.   It  seems 
appropriate  to  consider  H.R.  918  within  the  context  of  those 
efforts  since  our  proposal  was  recently  revised  and  is  being 
reissued  for  comment  after  analyzing  he  concerns  of  consumers 
and  the  industry. 

Although  there  were  no  minority  ownership  data  reporting 
requirements  as  proposed  in  H.R.  918,  the  original  December  CRA 
proposal  would  have  required  the  collection  and  reporting  of  data 
on  small  business  loan  applications  in  a  way  similar  to  that 
proposed  in  H.R.  918,  with  additional  reporting  to  include  census 
tract  location. 

The  December  CRA  proposal  would  have  required  institutions 
that  were  not  eligible  for  a  streamlined  CRA  assessment  to 
collect  and  report  to  the  agencies  data  showing  the  geographic 
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distribution  of  written  applications,  application  denials, 
originations  and  purchases  for  small  business  and  small  farm 
loans,  as  well  as  home  mortgage  and  consumer  loans.   Small 
business  loans  would  have  included  loans  to  private,  for-profit 
organizations  that  in  the  fiscal  year  preceding  the  loan  had 
gross  receipts  of  less  than  $10  million  (for  a  firm  providing 
services) ,  or  up  to  500  employees  (for  a  manufacturing  firm) .   As 
proposed,  institutions  would  have  had  to  separate  such  loans  into 
four  categories  based  on  the  sales  volume  of  the  business.   Small 
farm  loans  would  have  been  defined  to  include  all  loans  to 
private  organizations  engaged  in  farming  operations  with  gross 
receipts  of  less  than  $500,000  in  the  fiscal  year  preceding  the 
loan. 

The  December  proposal  would  have  imposed  a  significant  new 
data  collection  requirement  on  institutions.   Many  of  the 
comments  received  contended  that  the  additional  data  collection 
was  overly  burdensome  and  would  increase  rather  than  decrease 
regulatory  burden,  in  contradiction  to  one  of  the  goals  of  the 
CRA  reform.   Many  comments  indicated  that  this  data  collection 
effort  would  be  very  expensive  and  labor  intensive  with  estimates 
of  10,000  hours  to  start-up  the  process  for  existing  loans.   It 
was  also  argued  that  reporting  should  be  limited  to  loans 
outstanding  or  originations,  rather  than  covering  applications. 
Others  maintained  that  application  data  are  necessary  to 
objectively  evaluate  results,  also  a  goal  of  the  CRA  Reform  and 
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therefore  a  necessary  burden.   Some  of  the  comments  also  urged 
the  agencies  to  require  the  collection  of  gender  and  race  data  to 
enable  both  lenders  and  the  agencies  to  identify  possible  illegal 
lending  discrimination. 

In  the  revised  proposal,  the  agencies  streamlined  the  data 
collection  requirements  to  reduce  burden,  thus  balancing  the  need 
for  more  objective  data  with  the  goal  of  reducing  regulatory 
burden.   The  revised  proposal  simplifies  the  definitions  of  small 
business  and  small  farm  loans,  by  adopting  the  definitions  used 
in  the  Call  Reports  and  Thrift  Financial  Reports  (TFRs) .   Under 
the  revised  CRA  proposal,  data  would  be  collected  by  loan  size  as 
presently  required  on  Call  Reports  and  TFRs.   Many  of  those  who 
commented  suggested  that,  based  on  their  experien^...,  loan  size  is 
a  valid  indicator  of  small  business  lending.   The  Federal  Reserve 
Board's  1989  National  Survey  of  Small  Business  Finances  indicates 
that  although  the  relationship  between  loan  size  and  business 
size  is  not  precise,  evidence  suggests  that  there  is  a  strong 
positive  correlation.   The  data  collected  would  indicate  whether 
the  business  has  gross  revenues  over,  or  under,  $1  million  and 
would  serve  as  a  check  on  the  validity  of  using  loan  size  as  a 
proxy  for  business  size. 

Also  under  the  revised  proposal,  reporting  institutions 
would  collect  and  report  additional  information  for  those  loans 
included  in  the  aggregate  small  business  and  small  farm  loan 
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figures  on  the  institution's  Call  Report  or  TFR.   Similar  to  H.R. 
918,  the  revised  proposal  would  require  the  collection  of 
information  on  the  percentage  of  minority  ownership  of  the 
business  for  small  business  loans.   In  addition,  the  proposal 
requests  geographic  data  and  small  institutions  of  less  than  $250 
million  in  total  assets  are  exempted. 

This  additional  data  collected  would  include:   the 
outstanding  loans  as  of  December  31  of  each  year;  the  location  of 
the  business  or  farm,  or  the  location  where  the  proceeds  would  be 
applied  (as  indicated  by  the  borrower) ;  an  indication  of  whether 
the  borrower  has  annual  revenues  of  less  than  or  equal  to  $1 
million;  and  an  indication  of  whether  the  borrower  (if  not 
publicly  traded)  is  more  than  50  percent  owned  by  one  or  mo 
minority  individuals  or  women.   This  information  would  be 
required  to  be  submitted  by  the  institution  to  the  regulators 
once  a  year  to  coincide  with  HMDA  data  and  Call  Reports  or  TFRs. 

While  H.R.  918  proposes  public  disclosure  of  aggregated 
information  on  small  business  loan  applications  somewhat  similar 
to  the  treatment  of  HMDA  data,  under  the  revised  CRA  proposal, 
the  agencies  would  not  aggregate  such  data.   Rather,  the  summary 
information  for  individual  institutions  would  be  publicly 
available  per  institution  as  part  of  each  institution's  public 
CRA  file. 
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Finally,  as  mentioned  earlier,  many  of  the  comments 
criticized  the  failure  of  the  original  December  CRA  proposal  to 
require  the  collection  of  data  on  the  race  and  gender  of 
borrowers,  except  to  the  extent  required  by  law  for  residential 
loans.   Respondents  were  particularly  interested  in  the  reporting 
of  race  and  gender  data  for  small  business  loans.   To  address 
this  interest,  the  agencies  revised  the  original  proposal  to 
require  institutions  to  request,  either  at  the  time  of  written 
application,  or  at  an  otherwise  appropriate  point  in  the  lending 
process  if  a  written  application  is  not  taken,  that  an  applicant 
or  borrower  indicate  the  percentage  of  the  business  or  farm  owned 
by  gender  as  well  as  the  percentages  owned  by  members  of 
different  racial  and  ethnic  categories.   The  information  is 
required  to  be  requested  for  all  small  business  or  small  farm 
loans  originated.   If  the  institution  neither  takes  a  written 
application  nor  originates  the  loan,  the  institution  would  not  be 
required  to  request  the  information. 

Conclusion 

The  FDIC  believes  that  the  data  collection  provisions  of  the 
proposed  CRA  regulation  will  help  address  concerns  regarding 
access  to  credit  and  help  attain  the  goals  of  H.R.  918.   Allowing 
the  federal  banking  agencies  to  have  the  flexibility  to  choose 
the  reporting  system  that  is  most  appropriate  for  collecting  and 
disclosing  data  from  insured  depository  institutions,  to  fulfill 
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their  statutory  responsibilities,  enables  the  agencies  to 
implement  a  reporting  and  disclosure  system  that  meshes 
institutions'  recordkeeping  systems  with  the  manner  in  which  the 
agencies  will  use  the  reported  data,  while  minimizing  the  burden 
on  institutions.   We  believe  the  revised  CRA  proposal  is 
consistent  with  these  objectives. 

Moreover,  the  regulatory  agencies  are  in  the  process  of 
soliciting  comments  on  the  revised  CRA  data  collection  and 
reporting  requirements.   The  input  we  receive  will  be  useful  in 
balancing  regulatory  burden  with  the  need  for  adequate 
information  to  enable  an  objective  evaluation  of  an  institution's 
performance  in  meeting  the  credit  needs  of  its  community  — 
including  minority  and  small  business  lending. 

The  role  that  small  business  lending  plays  in  ensuring  the 
economic  vitality  of  local  communities  cannot  be  overstated. 
Access  to  credit  enables  new  businesses  to  start  and  existing 
firms  to  expand,  to  create  jobs  and  to  provide  services  to  the 
community . 

The  FDIC  is  very  mindful  of  our  responsibility  to  promote 
fair  and  equal  opportunity  for  all  creditworthy  borrowers  to  have 
access  to  adequate  credit  at  reasonable  terms.   We  believe  it  is 
our  duty  to  help  financial  institutions  meet  the  credit  needs  of 
their  entire  communities,  including  the  credit  needs  of  minority- 
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owned  small  businesses,  consistent  with  safe  and  sound  lending 
principles. 
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FOREWORD 


The  Federal  Deposit  Insurance  Corporation  recognizes  the  efforts  undertaken 
by  many  financial  institutions  to  improve  fair  lending  performance.  Every  day 
our  examiners  and  community  affairs  staff  work  with  compliance  officers,  loan 
officers  and  others  who  want  to  ensure  equal  opportunity  in  lending. 
Although  few  lenders  believe  that  intentional  discrimination  is  prevalent,  we 
know  that  they  all  share  a  genuine  concern  about  the  other  more  subtle  or 
inadvertent  forms  of  discrimination.  People  treat  other  people  differently  and 
differences  in  treatment  can  lead  to  illegal  discrimination.  We  are  also  aware 
of  the  questions  asked  by  lenders  when  they  begin  to  address  this  concern. 
Does  it  happen  here?  How  do  we  know?  What  can  we  do? 

In  this  guide  we  provide  alternative  means  that  an  institution  may  use  to 
discover  uneven  customer  service  or  inconsistent  lending  practices  that  may 
be  discriminatory.  The  procedures  set  forth  are  tools  that  a  lender  can  use 
to  compare  the  treatment  of  loan  applicants,  identify  differences  and  correct 
potential  problems.  Financial  institutions  may  decide  to  use  other  methods 
or  take  a  different  approach  to  those  we  outline  here.  The  process  is  not 
mandatory.  A  discrimination  testing  program  should  not  be  undertaken  to 
placate  regulators  or  others.  Instead,  it  should  be  used  to  help  guarantee 
equal  access  to  loans.  We  encourage  institutions  to  employ  whatever 
methods  may  work  best  for  them  to  detect  and  prevent  lending  discrimination. 

The  Federal  Deposit  Insurance  Corporation  wants  to  help  financial  institutions 
seek  ways  to  know  whether  discrimination  occurs.  This  guide  provides  a 
place  to  begin,  takes  some  of  the  mystery  out  of  the  process,  and  helps 
answer  some  of  the  more  basic  questions. 


Janice  M.  Smith 

Director 

Office  of  Consumer  Affairs 
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INTRODUCTION 


The  Fair  Housing  Act  and  the  Equal  Credit  Opportunity  Act  prohibit  lending 
discrimination.'  Although  these  laws  have  been  in  effect  for  many  years, 
lending  discrimination  continues  to  be  a  cause  for  national  concern  This  guide 
will  help  lenders  compare  the  treatment  of  loan  applicants  and  identify 
differences  that  may  be  discriminatory.  It  offers  suggestions  on  how  to  correct 
discriminatory  practices  and  improve  fair  lending  performance. 

Part  One  describes  how  to  compare  the  experiences  of  testers  to  determine 
if  all  persons  asking  about  credit  are  provided  equivalent  information  and 
encouragement.  Such  lending  tests  can  be  performed  internally  by  the  lender 
or  by  using  an  independent  contractor.  The  information  provided  here  on  how 
to  plan  and  manage  a  pre-application  testing  program  will  help  an  institution 
decide.  Testing  can  help  to  detect  discrimination  or  it  can  reassure  an 
institution  that  it  does  not  discriminate.  Its  focus  is  the  point  where  an 
applicant  inquires  about  a  loan,  gathers  information  and  receives  counseling 
or  an  invitation  to  apply.  Discrimination  at  this  important  stage  of  the  loan 
process  occurs  before  it  is  captured  on  paper  and  often  results  from  how  one 
person  treated  another.  We  encourage  financial  institutions  to  take  whatever 
steps  are  necessary,  including  some  form  of  pre-application  testing,  to  Inspect 
the  treatment  of  potential  applicants.  It  will  help  to  prevent  illegal 
discrimination,  improve  customer  service  and  attain  lending  goals. 

We  also  encourage  institutions  to  compare  the  treatment  of  applicants  after 
submission  of  an  application  through  a  comparative  analysis  of  loan  files.  Part 
Two  of  the  guide  suggests  one  method  of  comparative  file  analysis.  It  also 
provides  examples  of  how  loan  product  features,  underwriting  standards,  or 
instances  of  lender  assistance  to  borrowers  can  be  compared  to  identify 
unequal  treatment  that  may  constitute  discrimination.  It  is  important  to 
remember  that  disparate  treatment  often  occurs  in  the  treatment  of  applicants 
who  are  neither  clearly  qualified  nor  clearly  unqualified  for  a  loan  as  there  is 
more  room  for  lender  discretion.  The  system  of  comparing  loan  files  set  out 
in  this  guide  helps  to  identify  and  evaluate  such  applications 

Evaluating  the  results  of  a  comparative  analysis  of  tester  experiences  or  actual 
loan  applications  requires  identifying  the  different  types  of  discrimination  that 
may  have  occurred.  Part  Two  discusses  how  to  identify  these  including  overt 
or  subtle  discrimination,  disparate  treatment,  disparate  impact,  an  individual 


The  Fair  Housing  Act.  42  U.S.C.  §3601  et  seq..  prohibits  discrimination  based  on  race  or  color,  national  origin,  religion,  sex. 
lamilial  status,  and  handicap,  in  all  aspects  ot  residential  real  estate  transactions,  including,  but  not  limited  to:  making  loans  to  buy. 
build,  repair  or  improve  a  dwelling;  purchasing  real  estate  loans;  selling,  brokering  or  appraising  residential  real  estate;  and  selling  or 
renting  a  dwelling 

The  Equal  Credit  Opportunity  Act,  15  U.S.C.  §1691  et  seq..  prohibits  discrimination  in  any  aspect  o(  a  consumer  or  commercial 
credit  transaction  based  on  race  or  color,  religion,  national  origin,  sex.  marital  status,  age,  receipt  of  income  from  any  public  assistance 
program,  or  the  exercise,  in  good  faith,  ot  any  right  under  the  Consumer  Credit  Protection  Act. 
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instance  of  discrimination  and  a  pattern  or  practice  of  discrimination  Furtlier, 
it  suggests  several  corrective  actions  that  may  be  appropriate  to  consider 
depending  on  the  circumstances. 

Part  Three  presents  excerpts  from  other  vi^idely  distributed  fair  lending  guides 
that  provide  information  useful  to  the  comparative  evaluation  process.  We 
encourage  lenders  to  review  the  guides  in  their  entirety. 

As  financial  institutions  and  their  legal  counsel  may  want  to  evaluate  all 
aspects  of  a  self-assessment  program,  Part  Four  discusses  what  criteria  will 
be  used  by  the  regulatory  agencies  in  tal<ing  enforcement  actions  and  seeking 
remedial  measures.  It  further  advises  that  the  agencies  must  refer  evidence 
of  discrimination  they  may  uncover  to  the  Department  of  Justice  or  HUD  even 
when  discovered  through  a  lender's  self-testing  effort.  However,  voluntary 
identification  and  correction  of  violations  disclosed  through  a  self-testing 
program  will  be  a  substantial  mitigating  factor  in  considering  what  further 
actions  might  be  taken. 

Finally,  the  closing  statement  of  this  guide  is  perhaps  the  first  step  tfiat  an 
institution  should  take  to  ensure  equal  treatment  of  loan  applicants.  It 
highlights  the  importance  of  providing  multicultural  awareness,  race,  gender 
and  handicap  sensitivity  training  to  all  levels  of  an  institution's  staff. 
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PART  ONE:   PRE-APPLICATION  TESTING 


Self-testing  allows  an  institution  to  compare,  in  a  controlled  manner,  the 
treatment  of  customers  and  potential  customers.  Testing  for  discrimination 
can  help  to  find  potential  problems,  or  It  can  reassure  an  institution  that  it  does 
not  discriminate.  In  addition,  an  institution  can  gain  insight  Into  how  its  lending 
practices  appear  from  the  loan  applicant's  perspective,  a  valuable  insight  not 
readily  available  through  other  internal  audit  methods. 
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WHAT  IS  PRE-APPLICATION  TESTING? 


Testing  is  a  way  of  measuring  differences  in  treatment.  A  financial  institution 
can  use  pre-application  testing  to  uncover  instances  of  overt  or  subtle 
discrimination'  against  Individuals  protected  under  tfie  ECOA  and  the  Fair 
Housing  Act.  To  detect  illegal  discrimination,  testers  visit  financial  institutions 
posing  as  prospective  loan  applicants.  While  they  do  not  actually  complete 
a  loan  application,  testers  do  experience  the  important  pre-application  phase 
of  the  loan  process.  After  discussing  loan  possibilities,  they  objectively 
document  how  they  were  treated  and  the  information  given  to  them  by  the 
institution's  personnel. 


There  are  three  basic  types  of  tests:  paired, 
complaint. 


multi-layered/sandwich,  and 


Paired  Testing 


Multi-layered  Testing 


A  paired  test  consists  of  sending  two  individuals  (or  two  couples)  separately 
to  an  institution  to  collect  detailed  information  about  its  lending  practices.  The 
testers,  without  knowledge  of  each  other  or  the  purpose  of  the  test,  pose  as 
potential  applicants  for  the  same  type  of  loan. 

Example:  To  test  for  discrimination  based  on  race,  a  white  tester  and  a  black 
tester  separately  visit  a  lending  institution  to  ask  about  applying  for  the  same 
type  of  loan.  They  would  be  provided  with  similar  background  information 
such  as  family  size  and  employment.  The  black  tester  would  generally  have 
a  slightly  higher  income  and  less  debt  in  order  to  appear  better  qualified  than 
his  or  her  white  counterpart.  Otherwise,  the  individuals  selected  as  testers 
should  be  similar  in  all  significant  respects  except  for  the  variable  being  tested 
(e.g.,  race,  gender,  familial  status,  etc.). 

Their  experiences  would  then  be  compared  to  determine  if  the  individual  in  the 
protected  class  may  have  been  the  victim  of  discrimination. 


Multi-layered  testing  or  "sandwich"  testing  uses  three  testers,  only  one  of 
whom  is  a  protected  class  member  As  with  paired  testing,  the  testers  should 
be  similar  except  for  the  variable  being  tested. 


'  Overt  discrimination  may  include,  lor  example,  outright  relusal  to  assist  an  applicant  or  refusal  to  accept  an  application  on  a 
prohibited  basis.  Subtle  discrimination  may  include,  among  other  acts,  the  discouragement  ol  an  applicant  based  on  a  prohibited 
factor,  tor  example,  failing  to  give  protected  classes  the  same  information  or  assistance  as  is  given  to  other  applicants. 


Complaint  Testing 
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Example:  In  testing  for  discrimination  based  on  sex,  the  first  tester  would  be 
male,  the  second  tester  would  be  female,  and  the  third  tester  would  be  male. 
Marital  status  would  be  the  same  for  all  three  and  the  female  tester's 
qualifications  would  be  slightly  better  than  those  of  the  male  testers.  This  test 
structure  limits  non-gender  variables  leaving  gender  as  the  most  likely  basis 
for  potential  differences  in  treatment. 

In  sandwich  testing,  as  in  paired  testing,  the  testers  separately  ask  about 
similar  financing  requirements. 


Complaint  testing,  unlike  the  sandwich  or  paired  scenarios,  uses  a  single  tester 
to  evaluate  the  experience  of  an  actual  loan  applicant  who  believes  that  an 
illegal  discriminatory  event  has  occurred.  The  tester  assumes  characteristics 
similar  to  the  complainants  and  attempts  to  obtain  information  about  the  same 
loan  product. 

Example;  The  complainant  is  Hispanic  and  believes  that  his  loan  application 
was  denied  based  on  his  national  origin.  A  white  tester  would  be  assigned 
slightly  worse  financial  and  employment  qualifications  than  those  of  the 
complainant.  The  complainants  experiences  at  the  institution  would  be 
compared  to  the  white  tester's  experiences  to  determine  if  there  were  any 
differences  in  treatment.  If  the  tester  is  offered  a  loan  or  receives  better 
treatment  and  more  information,  then  the  complainant  may  have  been 
discriminated  against  on  the  basis  of  national  origin. 

In  all  three  types  of  testing,  paired,  multi-layered  and  complaint,  the  testers 
prepare  an  objective,  factual  written  account  of  their  experiences  on  a 
standardized  report  form. 


Self-Testing  or  Contract-Testing 


Lending  tests  can  be  performed  internally  by  the  lending  institution  or  by  an 
independent  contractor  The  decision  rests  with  the  institution;  however,  it  is 
important  for  each  institution  to  weigh  the  advantages  and  disadvantages  of 
either  selection  carefully. 

One  advantage  of  in-house  testing  is  that  the  institution  directly  controls  the 
program  as  it  hires  the  testers  and  analyzes  the  results.  Disadvantages  are 
that  the  testing  program  may  divert  employees  from  other  tasks,  and  it  may 
be  more  difficult  to  keep  the  testing  confidential.  In  addition,  it  may  be  harder 
to  analyze  the  results  objectively.  This  may  be  especially  true  if  the  reviewer 
knows  the  employee  who  was  tested. 

The  use  of  an  independent  contractor,  on  the  other  hand,  limits  the  use  of  an 
institution's  personnel.  Furthermore,  objectivity  and  confidentiality  are  more 
easily  maintained  because  fewer  people  within  the  institution  are  privy  to 


123 


testing  program  Information.  Disadvantages  to  using  an  independent 
contractor  are  that  their  methods  may  not  suit  a  particular  financial  institution's 
needs,  experience  levels  may  vary,  and  costs  may  be  significant.  As  testing 
expertise  among  contractors  varies,  it  is  important  to  verify  a  contractor's 
experience  level,  testing  methodology  and  references.  For  example,  a 
particular  contractor's  testing  program  may  only  deal  WAU  customer  service 
Issues  and  ignore  testing  for  illegal  discriminatory  lending  practices. 

The  following  guide  to  planning,  conducting  and  evaluating  a  test  are  provided 
for  your  financial  institution's  consideration  In  developing  an  internal  self-testing 
program  or  in  evaluating  an  Independent  contractor's  program. 
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PLANNING  THE  TEST 


The  first  step  in  the  planning  process  is  to  select  a  test  manager 
knowledgeable  in  fair  lending  and  capable  of  supervising  all  activities  before, 
during  and  after  the  test.  Planning  should  include: 

•  Researching  the  financial  institution's  loan  products,  local  demographics. 
HMDA  data  and  other  pertinent  information; 

•  Determining  which  type  of  test  to  conduct  (e.g.,  paired,  sandwich,  or 
complaint); 

•  Recruiting  and  training  the  testers;  and 

•  Providing  testers  with  a  "testing  identity"  and  detailed  instructions  on  how 
to  complete  the  test. 

The  number  of  tests  that  should  be  performed  to  determine  if  a  financial 
institution  may  have  discriminatory  lending  practices  that  are  illegal  will  vary 
according  to  the  institution's  size  and  loan  volume.  For  example,  if  testing  a 
multi-billion  dollar  institution  operating  in  a  large  metropolitan  area,  several 
tests  for  each  branch  may  be  necessary.  However,  if  the  financial  institution 
is  small  or  has  a  low  lending  volume,  more  than  a  few  tests  may  be 
impractical.  The  aim  is  to  test  a  representative  sample  of  an  institution's 
lending  staff  over  time. 

Institution  size  and  loan  volume  also  should  determine  the  frequency  of  testing. 
For  example,  all  the  testing  for  race  discrimination  in  a  financial  institution  that 
typically  has  few  minority  loan  applicants  should  not  be  performed  in  one  week 
nor  should  the  number  of  tests  each  week  exceed  the  institution's  weekly 
average  of  loan  applications. 


Selecting  the  Testers 


Properly  trained,  almost  anyone  can  be  a  tester.  The  tester  pool  should  reflect 
the  general  population  in  terms  of  race,  color,  religion,  sex,  national  origin, 
age,  marital  status,  and  disability.  Potential  testers  may  include,  retired 
individuals,  teaching  professionals,  or  graduate  students  among  others.  For 
example,  the  Philadelphia  Commission  on  Human  Relations  hired  as  testers 
recently  laid-off,  experienced  professionals  through  the  area  unemployment 
office.  Typically,  such  recruits  present  themselves  credibly  and  have  good 
interpersonal  and  writing  skills.  Intelligent,  dependable  individuals  who 
communicate  well  and  think  quickly  are  ideal  tester  candidates.  Hiring  testers 
should  be  like  hiring  any  good  employee. 

Independent  testing  contractors  will  generally  already  have  a  pool  of  testers. 
If  your  institution  retains  an  independent  firm,  verify  that  the  contractor's 


Training  the  Testers 
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testers  are  representative  of  the  protected  classes  you  may  want  to  have 
reflected  in  the  tests. 


Training  is  a  crucial  component  of  any  testing  program.  The  amount  of  time 
needed  to  train  testers  adequately  will  vary  depending  upon  the  experience 
level  of  the  trainees  and  of  the  trainers.  Testers  should  be  advised  that  testing 
may  be  conducted  even  where  there  is  no  prior  evidence  of  illegal 
discrimination.  The  following  issues  also  should  be  reviewed  with  them: 

-  Court  acceptance  of  testing  versus  concern  about  testing  as  entrapment; 

-  The  tester's  role  as  an  objective  observer  and  recorder  of  facts,  not  as  a 
judge  of  illegal  discrimination; 

-  The  need  to  comply  closely  with  testing  instructions;  and 

-  How  to  handle  unexpected  questions. 

In  addition  to  this  basic  type  of  information  and  instructions  on  confidentiality, 
objectivity  and  accuracy,  trainees  also  should  be  provided  with  necessary 
background  information,  a  tester  "identity,"  and  instruction  on  completing  Test 
Report  Forms. 


Providing  Tester  Identities 


Testers  should  be  presented  with  a  tester  identity  before  the  test.  Ideally,  a 
tester  would  use  his  or  her  actual  background.  However,  since  it  is  unlikely 
that  two  testers  will  have  similar  enough  k)ackgrounds,  fictitious  identities  are 
used  for  uniformity.  As  illustrated  in  Appendix  A  to  this  guide,  the  identities 
generally  include  information  and  instructions  needed  to  complete  the  test; 
various  personal  and  financial  characteristics  that  the  tester  assumes  for  the 
test;  and  information  about  the  lending  institution  to  be  tested.  To  maintain 
objectivity,  however,  a  tester  should  not  be  provided  with  information  about  the 
identities  of  the  other  testers  or  the  purpose  of  the  test. 

Items  that  might  be  included  in  an  identity  are: 

-  Name,  Age.  Marital  Status,  and  Number  of  Children; 

-  Employers,  Previous  Employers,  Occupations/Job   Titles,  Years  of  Work 
Experience,  and  Income  for  the  tester  and,  if  applicable,  spouse. 

-  Current   Address   and    Housing    Information,    Previous   Address,    Total 
Household  Expense,  and  Prospective  Property  Information; 

-  Loan  Type  and  Amount,  Savings  and  Debt  Information; 
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-  Walk-in  Interview  or  Appointment. 

As  customer  service  personnel  may  ask  why  an  applicant  selected  the 
particular  financial  institution,  credible  reasons  for  the  choice  and  other 
pertinent  information  specific  to  the  financial  institution  also  should  be  provided 
to  testers. 

Identity  information  should  be  sufficient  for  testers  to  answer  adequately  most 
questions  asked  by  a  lender.  The  protected  class  tester's  financial  situation 
and  employment  record  would  usually  be  slightly  better  than  those  of  the 
control  tester.  These  differences  should  only  be  slight  so  as  to  suppress  all 
socio-economic  factors  except  one,  status  in  a  protected  class. 

Identities  should  be  varied  to  test  for  different  types  of  illegal  discrimination. 
For  example,  to  test  for  discrimination  based  on  receipt  of  public  assistance 
income,  one  tester's  identity  should  include  that  income  source  and  the  other 
tester's  identity  should  not.  Other  information  would  generally  remain  the 
same.  Individuals  of  the  same  race  should  be  used  when  race  discrimination 
is  not  the  testing  focus. 

Testers  should  thoroughly  familiarize  themselves  with  the  information  contained 
in  their  identity  form  and  consider  the  following  questions: 

-  Am  I  uncomfortable  with  any  of  the  personal  characteristics? 

-  Have  I  had  any  prior  contact  with  the  institution  to  be  tested  or  with 
members  of  the  institution's  staff? 

-  Are  any  of  the  instructions  unclear? 

If  answers  to  any  of  the  questions  are  yes,  then  a  new  tester  should  be 
assigned.  In  cases  where  the  tester  is  known  to  institution  personnel,  or 
otherwise  uncomfortable  with  the  assignment,  the  test  may  be  compromised. 
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CONDUCTING  THE  TEST 


As  previously  stated,  testers,  without  knowledge  of  each  other  or  the  testing 
hypothesis  (e.g.,  testing  for  race,  age  or  gender  discrimination,  etc.), 
separately  visit  an  institution.  Testers  are  not  actually  requesting  a  loan; 
therefore,  they  do  not  file  a  completed  application.  However,  they  do 
experience  the  first  phase  of  the  loan  application  process.  During  the  test,  it 
is  important  for  the  test  manager  to  ensure  that  testers: 

•  Maintain  confidentiality  &  objectivity; 

•  Follow  test  Instructions; 

•  Interview  using  the  "tester  identities"; 

•  Complete  tests  as  scheduled;  and 

•  Carefully  document  the  test  experience. 


Maintaining  Confidentiality  &  Oblectlvlty 


The  testing  program  must  be  kept  confidential  as  any  breach  of  confidentiality 
could  invalidate  the  tests.  Testers  should  not  disclose  their  involvement  in  the 
testing  program,  or  discuss  their  test  experiences  with  anyone  other  than  the 
test  program  manager. 

Moreover,  testing  should  be  an  objective  process  used  to  investigate  lending 
practices.   Among  other  things,  testers  should: 

-  Remember  that  testing  a  particular  lending  institution  does  not  necessarily 
Indicate  that  discrimination  occurs  there; 

-  Refrain  from  making  leading  statements  that  may  Induce  lenders  to  make 
biased  comments;  and 

-  Respond  neutrally  if  a  lender  makes  a  biased  statement.  For  example.  If  a 
loan  officer  asks,  "Why  are  you  looking  in  that  neighborhood?  Arent  there 
a  lot  of  minorities  there?"  The  tester  should  simply  respond,  "I'm  just  trying 
to  get  the  best  house  for  my  money  and  that  neighborhood  is  where  I 
found  it." 

If  the  lender  makes  an  ambiguous  statement,  the  tester  should  ask  questions 
to  get  a  clearer  understanding  of  what  the  lender  means.  For  example,  if  the 
lender  says,  "You  wouldn't  want  to  buy  a  house  in  that  neighborhood  because 
your  children  will  not  be  comfortable  at  the  neighborhood  school,"  the  tester 
may  ask  questions  to  find  out  why  the  lender  thinks  the  tester's  children  would 
not  be  comfortable  at  the  school. 
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Most  Importantly,  testers  collect  facts;  testers  should  not: 

-  Make  subjective  judgements  about  the  person(s)  who  served  them; 

-  Offer  opinions  concerning  their  treatment;  or 

-  Make  leading  statements  about  specific  protected  classes. 

Testers  do  not  decide  if  there  may  have  been  illegal  discrimination  or  disparate 
treatment.  The  test  program  manager  makes  that  determination  based  on 
factual  reports  submitted  by  control  testers,  protected  class  testers  or  a 
complaint  tester,  depending  on  the  type  of  test. 


Following  Test  Instructions 


Testing  Is  a  controlled  process.  Therefore,  testers  should  avoid  deviating  from 
the  instructions  given  them  by  the  test  manager,  as  this  too  may  invalidate  test 
results.  If  a  tester  has  any  questions  concerning  a  particular  testing  situation, 
they  should  contact  the  test  manager. 

In  instances  where  a  telephone  call  was  made  to  an  institution  before  a  site 
visit,  the  tester  should  review  the  telephone  narrative  to  refresh  his  or  her 
memory  about  the  information  that  may  have  been  exchanged.  Testers  should 
use  common  sense  to  determine  suitable  testing  attire;  however,  dressing 
conservatively  is  usually  a  good  rule  to  follow.  Also,  testers  should  not  wear 
badges  or  buttons  that  suggest  personal,  political  or  social  beliefs. 


Interviewing  Techniques 


Testers  should  act  interested  and  enthusiastic  about  obtaining  a  loan.  When 
testing  for  discrimination  in  mortgage  lending,  testers  will  usually  portray 
themselves  as  first-time  home  buyers  so  it  is  plausible  that  they  may  not  know 
a  great  deal  about  the  mortgage  lending  process;  however,  a  basic  knowledge 
of  lending  terms  such  as  provided  in  Appendix  B  is  advisable.  Testing  identities 
are  designed  by  the  test  supervisor  to  specifically  control  for  a  variety  of 
discriminatory  practices.  Deviation  from  the  assigned  identity  may  invalidate 
the  test  results.  Therefore,  it  is  imperative  that  testers  carefully  follow  their 
identity  instructions. 

Testers  should  let  the  loan  officer  solicit  Information  from  them  concerning 
their  loan  needs  and  personal  qualifications.  However,  if  by  the  end  of  the  site 
visit,  a  loan  officer  has  not  been  informative,  a  tester  may  ask,  for  example: 

-  Do  you  think  I  will  qualify  for  the  loan? 

-  What  type  of  loan  do  you  recommend  based  on  my  qualifications? 
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Scheduling  the  Test 
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How  long  Is  the  application  process?  or 

What  else  do  I  need  to  provide  you  with  before  submitting  my  application? 


Typically,  paired  tests  should  be  completed  on  the  same  day,  preferably  within 
a  few  hours  of  each  other.  However,  as  previously  mentioned,  the  financial 
Institution's  size  and  loan  volume  will  ultimately  determine  when  tests  are 
scheduled.  For  example.  If  a  financial  institution  mattes  only  a  few  loans  per 
month,  test  scheduling  should  be  flexible  enough  to  permit  an  acceptable 
comparison  without  raising  suspicion. 


Documenting  the  Test 


It  is  natural  for  persons  seeking  a  loan  to  take  notes  during  a  conversation 
with  a  loan  officer  or  other  institution  personnel.  Often,  the  information  given 
to  potential  loan  applicants  is  substantial  and  requires  note-taking.  However, 
testers  should  be  careful.  The  lender  may  become  uncomfortable  or 
suspicious  if  the  tester  appears  to  be  writing  every  word  the  lender  says. 
Testers  should  collect  materials  such  as  the  loan  officer's  business  card  or 
loan  information  pamphlets.  Any  written  notes  and  materials  should 
accompany  the  completed  test  report  sent  to  the  test  manager. 

Testers  should  make  objective  observations  of  their  surroundings  during  a  site 
visit.  Everything  from  desk  nameplates  to  equal  opportunity  or  fair  housing 
signs  posted  on  walls  should  be  noted  and  recorded  on  the  report  forms  at 
the  conclusion  of  the  test. 

Furthermore,  testers  should  complete  the  test  as  scheduled  and  contact  the 
test  manager  If  any  problems  occur.  Report  forms  should  be  completed 
immediately  after  each  test  while  facts  are  still  fresh  in  the  tester's  memory. 
Testers  also  should  promptly  deliver  their  test  reports  and  materials  obtained 
during  the  site  visit  to  the  test  manager. 
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EVALUATING  THE  TEST 


After  completing  the  test,  several  critical  steps  are  necessary  to  determine 
whether  illegal  discrimination  has  occurred  during  the  test  and  what  corrective 
measures  should  be  considered.  These  include; 

•  Debriefing  the  testers; 

•  Completing  all  test  forms; 

•  Analyzing  each  test  carefully; 

•  Writing  a  report  on  the  results  of  the  test;  and 

•  Recommending  corrective  action. 


Debriefing  the  Testers 


Testers  should  contact  the  test  manager  after  a  site  visit  is  completed  or 
telephone  interaction.  This  contact  allows  the  test  manager  to  debrief  the 
tester  and  gives  the  tester  an  opportunity  to  describe  any  problems  that  may 
have  arisen  during  the  site  visit. 

Debriefings  will  confirm  that  a  test  was  performed  and  enable  the  supervisor 
to  elicit  information  about  the  visit.  Questions  may  include  the  loan 
representative's  name,  the  interest  rate  quoted,  the  amount  of  time  spent  with 
the  loan  representative  or  other  questions  to  clarify  what  the  tester  reports. 


Completing  a  Report 


Nearly  every  test  will  require  some  type  of  report  form.  Report  forms  are  used 
to  record  information  exchanged  between  the  tester  and  the  loan 
representative  during  the  site  visit.  Reports  usually  contain  two  sections.  The 
first  section  contains  specific  questions  soliciting  information  such  as  whether 
an  appointment  was  made,  the  time  the  visit  began  and  ended,  how  long  the 
tester  waited  for  an  interview,  and  which  loan  products  were  discussed. 

Appendix  C  provides  a  listing  of  examples  of  other  questions  that  may  be 
included  in  the  first  section  of  a  testing  report. 

The  second  section  of  a  testing  report  would  usually  provide  space  for  a 
tester's  narrative,  or  a  comprehensive  description  of  the  site  visit.  The 
narrative  is  particularly  important  because  it  can  be  used  to  validate  the 
tester's  responses  to  the  spec'fic  questions  in  the  first  part  of  the  report.  The 
narrative  should  begin  with  the  tester  first  contacting  the  lending  institution, 
whether  by  telephone  or  in  person,  and  should  conclude  with  the  tester  leaving 
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the  institution.  The  narrative  should  include  verbatim  statements  by  the  loan 
officer  to  the  tester,  where  possible,  as  well  as  other  information  received 
during  the  test.  As  the  narrative  is  one  of  the  most  important  aspects  of  a 
report,  it  should  avoid  subjective  or  ambiguous  comments. 

In  addition  to  the  test  "report  form,"  there  may  be  other  reports  for  the  tester 
to  complete.  The  most  common  are: 

•  Telephone  Contact  Report:  This  type  of  form  may  be  used  to  record  any 
telephone  calls  made  to  a  lending  institution.  Most  telephone  calls  are 
made  before  a  site  visit  to  the  institution.  Information  from  this  type  of  call 
would  generally  include: 

-  Name  of  the  staff  person 

-  Purpose  of  the  call 

-  Whether  the  tester  asked  about  any  specific  programs  or  products 

-  Whether  the  person  informed  the  tester  of  a  specific  program  or  product 

-  Date  of  the  call 

-  Whether  the  staff  person  requested  specific  personal  financial 
information  or  information  about  the  property  such  as  its  location  or 
price 

-  A  narrative  description  of  the  conversation 

•  Follow-Up  Report:  This  type  of  report  may  be  used  to  record  any  post-test 
attempts  by  loan  staff  to  contact  a  tester.  Testers  should  record  who  made 
the  contact,  the  type  of  contact  (e.g.,  mail  or  telephone),  whether  a  specific 
product  or  program  was  discussed,  the  date  and  time  of  the  contact,  and 
a  narrative  description  of  the  conversation  or  nature  of  the  contact. 


Analyzing  the  Results 


The  test  manager  has  sole  responsibility  for  collecting  the  reports,  analyzing 
the  data,  and  determining  whether  an  institution  may  have  engaged  in 
discriminatory  practices.  The  test  results  will  either  show  that  corrective 
measures  should  be  considered  by  the  lender  or  that  the  institution  is  serving 
its  clients  well  and  in  a  manner  consistent  with  the  fair  lending  laws. 

The  manager  analyzes  the  tester  reports  to  determine  if  the  Equal  Credit 
Opportunity  Act  or  the  Fair  Housing  Act  appear  to  have  been  violated. 
Comparing  the  reports  side-by-side  will  help  in  identifying  inconsistent 
statements  by  personnel  of  the  lending  institution.  For  example,  report  forms 
should  be  examined  to  see  if  the  lender  offered  different  terms  or  conditions 
concerning  loan  products,  interest  rates,  application  fees,  loan  terms,  or 
provided  different  information  regarding  the  availability  of  loans  in  certain 
neighborhoods.  Particular  attention  should  be  paid  to  service  questions  such 
as:  How  long  did  the  tester  wait  for  an  interview?  How  was  the  tester 
greeted?  Where  was  the  tester  interviewed?  Although  differences  in  the 
responses    to    these    questions    may    not    necessarily    indicate    illegal 
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discrimination,  different  answers  may  reveal  areas  where  customer  service  can 
be  improved. 

Following  tfie  test  manager's  initial  evaluation,  anotfier  qualified  person  sfiould 
analyze  the  test  results.  The  second  analysis  provides  an  internal  control 
against  any  possible  bias  of  the  test  manager  and  may  either  verify  or 
contradict  the  manager's  initial  findings.  The  second  review  person  should 
evaluate  the  reports  without  knowing  the  outcome  of  the  first  evaluation. 

A  summary  report  of  both  analyses  should  be  completed.  If  any  differences  In 
treatment  are  discovered,  it  is  important  that  legal  counsel  be  notified  to  help 
determine  if  any  fair  lending  laws  were  violated. 


Addressing  Lender  Concerns 


Any  discussion  of  pre-application  testing  would  be  incomplete  without 
addressing  some  of  the  concerns  that  relate  to  the  use  of  testers.  Some 
people  claim  that  testing  is  illegal  because  testers  deliberately  set  out  to  look 
for  discrimination,  or  they  criticize  testing  because  they  say  it  is  entrapment. 
If  appropriate  procedures  are  followed,  testing  is  not  illegal,  nor  is  it 
entrapment. 

At  least  since  1973,  Federal  courts  have  approved  using  testers  to  investigate 
and  prove  allegations  of  housing  discrimination.  To  quote  one  judge:  'It 
would  be  difficult  indeed  to  prove  discrimination  in  housing  without  this  means 
of  gathering  information."  Hamilton  v.  Miller.  477  F.2d  908,  910  n  1  (10th  Cir. 
1973).  Even  though  testers  mislead  commercial  landlords  and  lenders,  such 
deception  is  viewed  by  the  courts  as  a  relatively  small  price  to  pay  to  defeat 
discrimination. 

The  criticism  that  testing  is  entrapment  is  insupportable  because  the  defense 
of  having  been  induced  by  the  government  to  engage  in  an  illegal  act  Is 
available  only  in  criminal  actions,  not  under  civil  discrimination  statutes,  and 
where  the  government  has  allegedly  induced  the  activity.  In  the  present 
situation,  the  FDIC  is  advocating  that  institutions  test  themselves  to  discover 
civil  violations  of  law.  Therefore,  no  matter  how  objectionable  testing  may 
seem  to  some,  it  is  not  a  defense  to  a  civil  charge  of  discrimination. 

Admittedly,  some  people  are  suspicious  and  critical  of  testing.  They  may  not 
realize  that  testing  is  both  a  means  to  discover  possible  discrimination,  and  a 
protection  for  law-abiding  lenders  because  it  may  provide  evidence  that  an 
institution  is  not  violating  the  discrimination  laws  For  example,  testing  may 
show  that  a  complaint  was  unfounded  because  there  is  no  evidence  of 
discrimination  or  because  a  borrower  has  misinterpreted  a  lender's  practices. 

In  the  latter  case,  testing  may  enhance  internal  controls  by  bringing  to  light  a 
practice  that  might  be  confusing  or  offensive  to  some  borrowers.  Corrective 
steps  may  then  be  taken. 
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Correcting  Discriminatory  Practices 


How  to  correct  discriminatory  practices  tfiat  may  be  discovered  is  addressed 
at  the  conclusion  of  Part  Two  on  page  26;  and  Part  Four  outlines  on  page  36 
what  criteria  will  be  employed  by  the  financial  institution  regulatory  agencies 
in  taking  enforcement  actions  or  seeking  remedial  measures  when 
discrimination  is  discovered. 

It  also  should  be  noted  that  if  an  institution  finds  a  pattern  or  practice  violation 
through  its  own  self-testing  effort,  and  a  federal  regulatory  agency  becomes 
aware  of  It,  the  agency  is  required  under  the  Equal  Credit  Opportunity  Act,  to 
refer  the  matter  to  the  Department  of  Justice  whether  or  not  corrective  action 
has  been  taken.  However,  It  can  only  benefit  an  institution  to  discover  and 
correct  possibly  discriminatory  practices  before  an  applicant  is  harmed  or  a 
federal  regulatory  agency  learns  of  them. 

A  testing  program  can  help  an  institution  assess  Its  compliance  with  fair 
lending  laws.  How  useful  it  will  be  is  up  to  the  institution.  Testing  should  not 
be  done  to  placate  regulators  and  community  groups.  Instead,  testing  should 
be  undertaken  to  facilitate  an  Institution's  ongoing  evaluation  of  its  lending 
policies  and  procedures  In  an  effort  to  guarantee  equal  access  to  loans. 
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PART  TWO:   A  COMPARATIVE  ANALYSIS  OF  LOAN  FILES 


Differences  in  treatment  of  applicants  that  may  constitute  a  violation  of  fair 
lending  laws  can  be  detected  through  the  comparative  analysis  of  a  sample 
of  loan  files.  The  sample  should  include  a  target  group  of  applicants  from  a 
protected  group  most  at  risk  of  discrimination  on  a  prohibited  basis.  These 
should  be  compared  against  a  control  group  of  others  not  at  risk.  It  is 
necessary  to  inspect  and  compare  individual  loan  files  for  both  accepted  and 
rejected  applicants  to  determine  differences  in  the  actual  treatment  of 
applicants  and  possible  illegal  discrimination. 

The  following  guidelines  present  a  step-by-step  approach  to  a  comparative 
analysis  of  loan  files  The  focus  here  is  on  residential  mortgage  loans  because 
residential  mortgage  loan  applications  provide  most  of  the  monitoring 
information  necessary  to  test  for  illegal  discrimination.  However,  the 
procedures  also  can  be  used  to  analyze  other  types  of  loan  applications,  such 
as  consumer  loans,  to  the  extent  that  information  contained  in  the  applications 
would  allow.'  The  basic  steps  suggested  provide  some  examples  of  how  loan 
product  features,  underwriting  standards,  or  instances  of  lender  assistance  to 
borrowers  can  be  compared  to  discern  differences  in  treatment.  The  more 
detailed  the  loan  file  comparison  becomes,  the  better  one  will  be  able  to  test 
for  discrimination  and  judge  an  institution's  fair  lending  performance. 


Regulation  B,  Equal  Credit  Opportunity  (12  CFR  202.5),  generally  prohibits  the  collection  of  InfonTiation  on  the  race,  color,  sex  and 
national  origin  ol  loan  applicants  except  for  certain  residential  loans  as  defined  in  12  CFR  202.13  or  as  otherwise  allowed  in  12  CFR 
202.S(b). 
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PLANNING  THE  ANALYSIS 


The  first  phase  of  a  comparative  analysis  of  loan  application  files  Involves 
planning  and  preparation.   Steps  in  this  process  include: 

•  Selecting  a  target  group  from  a  prohibited     basis  category  to  test  for 
differential  treatment  that  may  be  discriminatory; 

•  Selecting  a  control  group  of  applicants  from  a  different  group  not  likely  to 
experience  illegal  discrimination;  and 

•  Creating  a  sample  of  approved  and  denied  applications  of  the  appropriate 
size  from  each  group. 


Selecting  the  Target  Group 


First,  decide  which  group  from  a  prohibited  basis  category  to  test.  The 
selection  process  should  begin  with  a  review  of  the  demographics  of  the 
institution's  community,  an  analysis  of  the  institution's  HMDA  data,  and 
discussions  with  community  representatives,  including  minority  real  estate 
brokers  and  small  business  owners  who  can  provide  insight  into  the  credit 
needs  of  minority  communities.  An  "hypothesis"  can  then  be  formed  about 
which  types  of  applicants  might  be  discriminated  against,  in  which  loan 
products,  and  on  what  prohibited  ttases. 

Focus  on  groups  in  each  prohibited  basis  category  that  have  traditionally  been 
disadvantaged  and  are  most  at  risk  of  illegal  discrimination.  For  example, 
when  testing  for  gender  discrimination,  target  women  applicants;  or  when 
testing  for  discrimination  based  on  race  or  national  origin,  separately  target 
Black,  Native  American,  Asian,  or  Hispanic  applicants.  Be  careful  not  to  group 
Non-White  applicants  as  a  "minority  target  group";  rather,  compare  each  ethnic 
or  racial  group  individually  to  White  applicants.  The  loan  product  to  consider 
might  be  the  institution's  most  popular  product  In  the  community  or  a  product 
line  with  a  high  number  of  denials  to  minority  or  other  protected  class 
applicants. 


Selecting  the  Control  Group 


The  control  group  should  be  a  sample  of  applicants  who  seem  least  likely  to 
have  experienced  discrimination  on  a  prohibited  basis.  This  group  will  usually 
be  white  males  or  white  couples  but  may  vary  depending  on  local  situations. 
Compare  the  treatment  of  applicants  in  the  target  group  against  this  group  to 
determine  If  the  target  group  received  less  favorable  treatment. 
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Creating  the  Sample 


It  is  important  tliat  all  applications  in  the  sample  be  drawn  from  the  same  time 
period  to  avoid  any  mitigating  effect  that  changes  in  product  features, 
underwriting  standards  or  lending  personnel  would  likely  have  on  the  test. 
For  institutions  subject  to  the  Home  Mortgage  Disclosure  Act  (HMDA)  the 
sample  can  be  selected  from  entries  on  the  institution's  HMDA  Loan 
Application  Register  (LAR). 

Include  only  approved  applications  in  the  control  group  sample' ,  as  this  will 
provide  evidence  of  the  actual  standards  and  practices  used  to  approve  loans. 

For  the  target  group  sample,  the  population  should  include  rejected,  approved 
and  withdrawn  applications.  These  should  be  compared  against  applications 
In  the  control  group  to  identify  common  factors  that  would  upon  evaluation 
indicate  disparate  or  less  favorable  treatment.  Include  approved  applications 
and  withdrawn  applications  from  members  of  the  target  group,  in  addition  to 
rejected  applications,  because  these  may  also  evidence  disparate  treatment. 
For  example,  members  of  protected  groups  may  have  been  approved  for  loans 
but  on  more  onerous  terms,  or  applicants  from  protected  groups  may  have 
been  encouraged  to  withdraw  applications. 

Where  there  are  several  branches  or  decision  centers,  the  office  locations  may 
affect  the  type  of  applicant  likely  to  be  attracted  to  them  For  example,  if 
testing  for  race  or  ethnic  origin  discrimination,  applications  from  a  branch  in 
an  integrated  or  minority  area  should  be  included  in  the  sample  with 
applications  from  a  branch  in  a  predominantly  white  area  to  assure  an 
adequate  comparison  of  the  treatment  of  minority  and  white  applicants. 


Determining  the  Sample  Size 


Unless  the  total  number  of  rejected  and  withdrawn  application  files  is  unusually 
large,  all  such  files  should  be  included  in  the  target  group  sample.  All  rejected 
and  withdrawn  applicants  of  the  targeted  protected  group  should  be  presented 
on  a  sample  spreadsheet.  Once  the  target  group  sample  is  selected,  you  can 
calculate  the  size  of  the  control  group  Generally,  the  control  group  sample 
should  be  at  least  as  large  as  the  target  group  sample;  but  if  the  target  group 
is  small,  the  control  group  may  need  to  be  significantly  larger  (eg  .  four  times 
the  size  or  more)  to  ensure  that  there  is  an  adequate  basis  for  comparison. 

The  size  of  the  sample  will  vary  depending  on  the  size  of  the  institution, 
volume  of  loans,  and  the  number  of  offices.    If  there  is  an  insufficient  loan 


Initjatly,  the  control  group  sample  should  consist  only  of  approved  applications  as  the  primary  purpose  ot  the  comparison  is  to 
Identily  sirr»larly  situated  target  group  applicants  who  were  treated  less  lavorably.  II  any  are  identified,  a  next  step  may  be  to  compare 
them  against  a  sample  of  denied  applications  from  the  control  group  to  determine  if  similarly  situated  control  group  applicants  may 
have  been  denied  on  a  different  prohibited  basis. 
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volume  from  which  to  draw  a  valid  sample,  the  period  covered  by  the  sample 
should  be  expanded. 
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COMPARING  THE  FILES 


Several  basic  steps  can  facilitate  an  orderiy  analysis  of  the  sample  of 
applications  created.  These  include: 

•  Placing  the  sample  on  a  spreadsheet  and  developing  a  list  of  comparative 
factors; 

•  Identifying  any  exceptions  to  institution  lending  policy  or  practices;  and 

•  Comparing  applications  from  the  target  group  and  the  control  group  to 
determine  differences  in  treatment  of  the  applicants. 


Creating  a  Comparison  Spreadsheet 


After  creating  the  sample  of  loan  applications,  place  them  on  a  spreadsheet. 
Appendix  D  to  this  guide  contains  an  example  of  one  such  spreadsheet  - 
"Mortgage  Lending  Decision  Analysis  (MLDA)  Worksheet."  Use  of  a 
spreadsheet  will  help  to  determine  if  the  reasons  for  an  applicant's  denial  are 
consistent  WiXU  the  institution's  lending  policies  and  practices  and  whether 
policies  and  practices  are  consistently  applied  without  regard  to  any  prohibited 
tases.  Appendix  D  lists  additional  items  that  a  lender  might  include  on  the 
spreadsheet  to  more  adequately  determine  unfavorable  treatment  of  target 
group  applicants.  Other  factors  can  be  added  as  a  lender  may  deem 
necessary.  In  particular,  a  lender  may  want  to  include  such  items  as 
assistance  in  completing  an  application  or  cross-selling  more  suitable  loan 
products  or  other  services.  These  and  other  factors  could  indicate  whether  the 
quality  of  assistance  offered  to  target  applicants  and  control  applicants  differ 
in  any  way. 


Identifying  Exceptions  to  Policy  or  Standard  Practice 


Review  all  applicant  profiles  to  identify  any  exceptions  to  loan  policies  for  each 
item  on  the  sample  spreadsheet  such  as  minimum  and  maximum  mortgage 
loan  amounts,  analytical  ratios  and  other  decision  factors  used  by  the 
institution.  In  addition,  any  exceptions  made  to  articulated  policy  standards 
or  common  practices  regarding  the  nature  and  length  of  employment,  credit 
history,  underwriting  and  appraisal  standards,  or  any  other  loan  decision 
criteria  should  be  identified.  It  also  should  be  determined  whether  there  is  any 
pattern  to  the  exceptions  such  that  the  exceptions  may  have  become  a 
standard  practice  or  policy.  The  likely  effect  this  may  have  on  protected 
groups  should  be  evaluated. 
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Identifying  Unequal  Treatment 


The  control  group  should  be  compared  with  the  target  group  to  establish 
equal  or  different  treatment  in  the  terms  and  conditions  of  loans  (e.g.,  the 
length  of  the  amortization  periods,  interest  rates,  special  fees,  or  higher  fees 
on  smaller  loans)  and  the  quality  of  assistance  offered  to  an  applicant. 

Terms  and  Conditions.  Each  key  ratio  should  be  compared  for  target 
applicants  and  control  applicants  to  discern  individual  differences  in  treatment 
and  possible  patterns.  Specific  geographic  areas  should  be  reviewed  for 
differential  treatment  as  this  may  indicate  "redlining."  When  comparing  target 
group  applicants  to  control  group  applicants,  it  Is  not  necessary  for  all  the 
applicant  characteristics  to  be  similar.  The  focus  should  be  on  similar  "flaws" 
in  applicant  characteristics  that  may  have  resulted  in  the  denial  of  a  target 
group  applicant  but  not  a  control  group  applicant.  For  example,  if  target 
group  applicants  appear  to  be  denied  credit  based  on  debt-to-income  ratios 
that  are  too  high,  you  should  look  for  approved  control  group  applicants  with 
similar  debt-to-income  ratios.   Other  inconsistencies  may  include: 

•  Minority  applicants  denied  due  to  debt  service  ratios  and  non-minority 
applicants  approved  with  identical  debt  service  ratios. 

•  Applicants  from  minority  neighborhoods  or  with  a  handicap  offered  a 
shorter  term  than  other  applicants. 

•  Interest  rate  inconsistencies  that  were  not  based  on  valid  lending  criteria. 

•  Lower  loan-to-value  ratios  that  predominate  for  loans  secured  by  property 
in  minority  neighborhoods. 

Quality  of  Assistance.  It  is  important  to  remember  that  disparate  treatment 
often  occurs  in  the  treatment  of  applicants  who  are  either  "marginally"  qualified 
or  "marginally"  unqualified.  Here  there  is  more  room  for  lender  discretion  and 
"valid"  reasons  for  denying  loans  to  minority  applicants  may  not  have  been 
applied  in  the  cases  of  non-minority  applicants  with  similar  characteristics.  In 
addition,  offsetting  reasons  for  approving  a  marginally  qualified  loan  to  a  non- 
minority  applicant  could  involve  information  the  lender  may  usually  fail  to 
consider  for  minority  applicants.  For  example,  the  lender  may  request  an 
explanation  for  derogatory  credit  report  information  from  a  white  applicant  but 
fail  to  do  so  for  a  similarly  situated  minority  applicant. 

A  pattern  of  inconsistencies  displayed  on  the  spreadsheet  should  raise 
questions  that  require  a  review  of  lending  policies  and  discussions  with  loan 
staff.  For  example,  if  "insufficient  income"  is  cited  often,  particularly  with 
respect  to  applicants  from  a  prohibited  basis  group,  one  might  ask  what  the 
institution's  definition  of  income  is:  whether  all  of  an  applicant's  income  was 
considered:  whether  the  loan  policies  are  too  restrictive;  or  whether  more 
restrictive  practices  exist  in  the  market  area. 
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Another  example  would  involve  whether  there  is  a  possible  pattern  of  "under- 
appraisals'  for  members  of  the  target  group.  On  the  spreadsheet  include  a 
category  for  "Loan-to-Selling  Price  Ratio'  to  help  determine  if  the  loan-to-price 
ratio  is  consistently  less  than  the  loan-to-value  ratios  for  members  of  the  target 
group  or  for  properties  in  some  of  the  institution's  lending  areas.  Under- 
appraisals,  which  may  be  a  problem  for  protected  groups,  can  be  determined 
from  these  ratios.  An  institution  should  then  reconsider  its  appraisal  review 
process  and  discuss  the  problem  with  staff  or  fee  appraisers. 

In  addition,  foreclosure  files,  collection  files,  and  institution  owned  real  estate 
files  should  be  reviewed  individually  or,  if  there  is  a  large  enough  number,  a 
sample  may  be  reviewed. 

Exceptions  found  in  the  sample  review  process  should  be  discussed  with  loan 
department  personnel  to  establish  any  additional  information  that  may  have  a 
bearing  on  a  particular  application's  decision.  Each  file  where  an 
inconsistency  is  present  should  be  reviewed  to  determine  whether  any 
practices  have  a  discriminatory  effect  on  minorities,  women,  or  other  protected 
groups.  If  no  reasonable  explanation  for  the  inconsistencies  can  be 
determined,  then  a  violation  may  exist.  Where  denials  or  more  restrictive 
terms  correlate  with  particular  census  tracts  or  neighborhoods  and,  again,  no 
reasonable  explanation  for  the  inconsistencies  can  be  determined,  then 
unlawful  redlining  also  may  be  a  possibility. 
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EVALUATING  THE  RESULTS 


After  each  target  group  loan  file  has  been  reviewed  and  compared  for  different 
treatment,  a  determination  must  be  made  about  whether  the  differing  treatment 
constitutes  a  violation  of  law.  Substantive  as  well  as  technical  violations 
should  be  identified  in  addition  to  different  types  of  discrimination.  It  also 
should  be  determined  whether  any  violations  constitute  a  pattern  or  practice 
of  discrimination. 


Identifying  Technical  and  Substantive  Violations 


Unlawful  discriminatory  practices  range  from  the  overt  to  the  very  subtle.  The 
motivations  behind  such  practices  range  from  prejudice  to  simple  ignorance 
of  the  law.  Violations  generally  fall  into  two  categories:  technical  and 
substantive.  Within  the  category  of  technical  violations,  some  may  be 
procedural,  such  as  not  having  the  Equal  Housing  Lender  poster  on  display. 
However,  technical  violations,  especially  of  a  repetitive  nature,  can  be 
indicators  that  possible  substantive  violations  may  also  exist.  Substantive 
violations  involve  actual  discrimination  on  a  prohibited  basis,  either  disparate 
treatment  or  disparate  impact 


Identifying  Types  of  Lending  Discrimination 


When  evaluating  the  results  of  the  analysis,  look  for  any  evidence  of  overt 
discrimination,  as  well  as  evidence  of  disparate  treatment  and  disparate 
impact. 

Evidence  of  overt  discrimination  exists  when  a  lender  openly  and  blatantly 
discriminates  on  a  prohibited  t>asis. 

Disparate  treatment  occurs  when  a  lender  treats  an  applicant  differently  based 
on  one  of  the  prohibited  bases.  It  can  be  overt  or  involve  subtle  differences 
in  treatment  As  discussed  earlier,  disparate  treatment  may  more  lil<ely  occur 
in  the  treatment  of  applicants  who  are  neither  clearly  well-qualified  nor  clearly 
unqualified  for  a  loan.  Even  when  there  is  an  apparently  valid  explanation  for 
a  particular  difference  in  treatment,  further  investigation  may  indicate  disparate 
treatment. 

Disparate  impact  occurs  when  a  policy  or  practice  applied  equally  to  all 
applicants  has  a  disproportionate  adverse  impact  on  applicants  in  a  protected 
group.  However,  identifying  the  existence  of  a  possible  disparate  impact  is 
only  the  first  step  in  finding  lending  discrimination.  The  next  step  is  to 
determine  whether  the  policy  or  practice  is  justified  by  a  "business  necessity." 

For  example,  a  lender's  policy,  in  effect  for  several  years,  does  not  permit 
mortgage  loans  for  less  than  $60,000.  If  this  minimum  loan  amount  is  shown 
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to  disproportionately  exclude  potential  minority  applicants  from  consideration 
because  of  their  income  levels  or  the  value  of  the  houses  in  certain  areas  in 
which  they  live,  the  lender  will  be  required  to  justify  the  "business  necessity" 
for  the  policy.  The  justification  may  not  be  hypothetical  or  speculative.  Yet, 
factors  that  may  be  relevant  to  the  justification  could  include,  for  example,  cost 
and  profitability. 

Even  if  a  policy  or  practice  that  has  a  disparate  impact  on  a  prohibited  basis 
can  be  justified  by  "business  necessity,"  it  may  still  be  found  to  be 
discriminatory  if  an  alternative  policy  or  practice  could  serve  the  same  purpose 
with  less  discriminatory  effect.  However,  where  the  policy  or  practice  is 
justified  by  "business  necessity"  and  there  is  no  less  discriminatory  alternative, 
a  violation  of  the  Fair  Housing  Act  or  the  ECOA  may  not  exist. 


Identifying  a  Pattern  or  Practice 


It  is  important  to  identify  both  individual  violations  and  possible  patterns  of 
violations  Isolated,  unrelated  or  accidental  occurrences  will  not  constitute  a 
pattern  or  practice  of  discrimination.  However,  repeated,  intentional,  regular, 
usual,  deliberate  or  institutionalized  practices  will  almost  always  constitute  a 
pattern  or  practice. 

In  determining  whether  a  pattern  or  practice  exists  certain  factors  should  be 
considered,  including  whether  the  conduct  appears  to  be  grounded  in  either 
written  or  unwritten  policy  or  an  established  practice;  whether  there  is 
evidence  of  similar  conduct  to  more  than  one  applicant;  whether  the  conduct 
is  within  an  institution's  control  and  the  relationship  of  the  number  of  instances 
of  the  conduct  to  total  lending  activity  Depending  on  the  circumstances, 
violations  that  may  involve  only  a  small  percentage  of  an  institution's  total 
lending  activity  could  constitute  a  pattern  or  practice. 

The  evaluation  should  focus  on  detecting  the  presence  of  both  individual 
Instance  and  systemic  violations,  and  should  evaluate  internal  controls  present 
within  the  institution  to  prevent  and  detect  discrimination  Lenders  should 
review  any  articulated  standards  or  lending  policies  for  possible  violations  and 
to  detect: 

Purposeful  discrimination.  This  includes  both  overt  and  the  less  obvious  types 
of  discrimination  such  as  disparate  treatment  when  strict  standards  are  used 
to  reject  applicants  on  a  prohibited  basis,  but  more  flexible  standards  are 
applied  selectively  to  others; 

Disparate  impact.  This  includes  a  policy  or  practice  that  may  be  applied 
equally  to  all  credit  applicants,  but  the  policy  or  practice  has  a 
disproportionate  adverse  impact  on  applicants  from  a  group  protected  against 
discrimination;  and 

Unduly  subjective  standards.  This  includes  no  standards  or  non-specific 
standards.    Such  subjectivity  can  lead  unintentionally  to  allowing  prohibited 
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factors  to  Influence  an  institution's  decision-mal<ing  process.  Historic  customs 
concerning  race,  gender  or  handicap  discrinnlnation,  for  example,  may 
continue  to  be  practiced  until  clear  and  direct  policies  ensuring 
norKllscrimlnation  are  in  place. 


Correcting  Discriminatory  Practices 


If  an  institution  discovers  practices  that  may  be  discriminatory,  it  should 
determine  the  cause  and  consider  taking  appropriate  corrective  actions 
including,  but  not  necessarily  limited  to: 

•  Identifying  applicants  whose  applications  were  processed  Inappropriately 
and,  with  legal  counsel's  advice:  offering  to  extend  credit  if  applicants  were 
denied  improperly  and  compensating  them  for  any  damages,  both  out-of- 
pocket  and  compensatory,  and  notifying  them  of  their  legal  rights; 

•  Correcting  any  institutional  policies  or  procedures  that  may  have 
contributed  to  the  discrimination; 

•  Identifying,  training  and/or  disciplining  the  employees  involved; 

•  Considering  development  of  community  outreach  programs  and /or  changes 
in  marketing  strategy  or  loan  products  to  better  serve  minority  segments  of 
the  market  area;  and 

•  Improving  audit  and  oversight  systems  to  ensure  there  is  no  recurrence  of 
the  discrimination. 
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PART  THREE:   OTHER  GUIDES  TO  FAIR  LENDING 


Many  useful  guides  to  detecting  and  preventing  illegal  lending  discrimination 
have  been  developed  in  recent  years  by  the  regulatory  agencies  and  others. 
With  the  passage  of  time,  some  may  have  been  put  aside,  overlooked,  or 
forgotten.  Included  in  this  section  are  excerpts  from  several  that  outline  hovj 
lenders  can  evaluate  and  improve  fair  lending  performance. 


How  to  Evaluate  and  Improve  Fair  Lending  Performance 


Home  Mortgage  Lending  and  Equal  Treatment,  A  Guide  for  Financial 
Institutions,  published  by  the  FFIEC  in  November,  1991,  highlights  some 
lending  standards  and  practices  that  may  on  the  basis  of  race,  sex,  handicap, 
or  certain  other  factors  adversely  affect  the  ability  of  credit  applicants  to  obtain 
home  mortgages.  A  summary  is  provided  here  that  alerts  lenders  to  less 
obvious  forms  of  discrimination  discussed  in  the  previous  sections  of  this 
guide  and  suggests  ways  to  avoid  them 

Closing  the  Gap  -  A  Guide  to  Equal  Opportunity  Lending ,  a  publication  of 
the  Federal  Reserve  Bank  of  Boston  released  in  April,  1993.  presents  a 
comprehensive  approach  that  financial  institutions  can  take  to  address 
possible  discrimination  in  lending  and  improve  fair  lending  performance.  It 
emphasizes  participation  and  involvement  at  all  levels  of  lender  operations. 
While  the  focus  is  on  mortgage  lending,  most  of  the  recommendations  apply 
to  other  lending  areas,  including  consumer,  commercial  and  small  business 
lending.  A  fair  lending  check  list  from  Closing  the  Gap  is  highlighted  here  to 
assist  lenders  in  evaluating  performance. 

Suggested  Lending  Activities.  In  a  public  announcement  on  May  27,  1993, 
the  federal  financial  institutions  supervisory  agencies  jointly  communicated  to 
lenders  eleven  activities  suggested  as  a  means  to  improve  fair  lending 
performance.   We  include  them  in  this  section. 

The  FDIC  Compliance  Examination  Manual  and  the  examination  procedures 
and  guidelines  in  use  by  other  regulatory  agencies  are  a  useful  source  of 
information  to  assist  financial  institutions  in  developing  self-assessment 
programs.  Excerpts  presented  here  from  the  FDIC  Fair  Housing  Examination 
Procedures  expand  upon  the  discussion  in  the  previous  section  on  policies, 
procedures  and  subjective  lending  criteria  that  may  raise  questions  of 
disparate  impact  discrimination. 

We  encourage  financial  institutions  to  contact  the  agencies  cited  for  copies  of 
the  source  documents  in  their  entirety. 
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Home  Mortgage  Lending  and  Equal  Treatment 
A  Guide  for  Financial  Institutions 

Published  by: 

Federal  Financial  Institutions  Examination  Council 

1776  G  Street,  NW,  Suite  850B, 

Washington,  DC  20006 


The  FDIC  distributed  a  camera-ready  copy  of  this  brochure  in  a  letter  to 
financial  institutions  on  March  16,  1992  (FIL-19-92).  It  presents  examples  of 
lender  requirements  that  may  have  a  discriminatory  effect  on  minority 
applicants  and  offers  several  recommendations.  While  the  principles  outlined 
apply  to  all  forms  of  discrimination,  the  guide  focuses  on  discrimination  based 
on  race  in  several  areas  of  the  lending  process.  The  following  is  a  summary 
of  several  of  its  recommendations: 


Loan  Origination  Process 


Appraisal  Process 


To  assure  that  lending  personnel  are  applying  standards  appropriately,  lenders 
should: 

•  Reassess  property  standards  and  minimum  loan  amounts  that  may  not 
consider  neighborhood  differences  in  minority  areas. 

•  I  nvestigate  credit  practices  for  possible  pre-screening  when  disproportionate 
low  application  levels  are  found  for  particular  groups. 

•  Develop  a  simple  "equal  opportunity  in  lending"  policy  statement  and 
periodically  discuss  it  with  staff. 

•  Print  detailed  information  about  mortgage  loan  terms  and  qualifications  and 
make  it  easily  available  to  loan  officers  and  the  general  public.  Information 
about  steps  applicants  can  take  to  help  them  qualify,  such  as  monetary  gifts 
from  others  to  meet  a  downpayment,  can  be  made  available.  Discrimination 
is  less  likely  to  occur  if  information  regarding  qualifications,  rules,  common 
exceptions,  and  helpful  hints  is  clearly  spelled  out  in  writing,  made  available 
in  the  lobby,  and  explained  to  all  applicants. 


If  appraised  values  appear  to  play  a  substantial  role  in  rejections  or  reductions 
of  loan  amounts  in  minority  areas,  lenders  should: 

•  Determine  that  appraisers  have  recently  received  effective  fair  housing 
training  and  subscribe  to  current  fair  housing  standards  of  the  Appraisal 
foundation  or  other  organizations. 
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Marketing  Process 


Be  alert  to  two  appraisal  practices  most  likely  to  cause  equal  opportunity 
problems: 

First,  in  the  cost  approach  to  value,  racial  bias  may  be  reflected  in 
unsupported  adjustments  for  'functional  and  economic  obsolescence" 
Lenders  should  not  assume  that  large  adjustments  are  appropriate  just 
because  a  home  or  neighborhood  is  over  a  certain  age;  and 

Second,  in  the  comparable  sales  approach,  racial  bias  may  cause  the 
appraiser  to  select  comparables  or  make  adjustments  that  are 
inappropriate. 


Lenders  also  should  be  sensitive  to  potential  discriminatory  effects  of  their 
marketing  practices,  in  particular: 

•  Where  lender  strategies  fail  to  include  contact  with  minority  realtors  and 
other  realtors  serving  predominately  minority  areas,  there  is  almost  always 
a  low  level  of  minority  applicants. 

•  Similarly,  lender  advertising  can  have  dramatic  effects  on  the  way  minority 
borrowers  view  lenders.  Failure  to  advertise  in  media  directed  to  minority 
areas,  or  in  media  known  to  appeal  to  minorities,  can  limit  the  ability  of  an 
institution  to  attract  minority  applicants. 


Private  Mortgage  Insurance 


In  addition  to  reviewing  and  revising  their  own  standards  and  practices  lenders 
can  also  attempt  to  influence  the  standards  of  private  mortgage  insurers. 
Lenders  should: 

•  Carefully  review  rejections  of  loans  submitted  to  private  mortgage  insurance 
companies. 

•  Select  companies  that  may  be  more  receptive  to  ideas  for  changes. 
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CLOSING  THE  GAP 

Published  by: 

Federal  Reserve  Bank  ot  Boston 

P.  O.  Box  2076 

Boston,  MA  02106  (617)  973-3459 


Recognizing  that  fair  lending  is  good  business  "Closing  the  Gap"  states  that 
lenders,  and  their  regulators,  should  look  for  ways  to  eliminate  the  unjustified 
lending  disparities  that  have  been  documented  over  the  years.  A  series  of 
questions  from  It  are  Included  here  to  assist  lenders  In  evaluating  fair  lending 
performance. 

1.  When  hiring,  do  you  seek  cultural  diversity  which  reflects  the 
demographics  of  your  community? 

2.  When  hiring  lending  staff,  do  you  take  Into  account  possible  racial, 
religious  or  other  prejudices  of  job  applicants? 

3.  Do  you  train  all  staff  in  the  area  of  fair  lending? 

4.  Do  you  have  any  mechanisms  through  which  unfair  lending  practices, 
policies,  or  procedures  may  be  detected?  If  so,  are  you  able  to 
determine  the  effectiveness  of  those  mechanisms? 

5.  Do  you  inform  all  potential  borrowers,  regardless  of  their  race  or  ethnic 
background  or  the  location  of  the  property,  about  all  of  your  lending 
programs  so  they  may  decide  which  best  fits  their  needs? 

6.  Do  you  deliberately  steer  minority  applicants  to  federally  insured 
programs  because  you  assume  that  minorities  are  less  credit-worthy? 

7.  Do  you  have  mortgage  lending  practices  that  include  location  of  property 
as  a  risk  factor? 

8.  Does  your  mortgage  pre-qualifying  procedure  tend  to  encourage  or 
discourage  minority  applicants? 

9.  Do  you  offer  home-buyer  education  programs  for  potential  applicants 
who  are  unfamiliar  with  the  mortgage  lending  process? 

10.  Do  you  regularly  review  your  advertising  to  see  if  the  choice  of  illustrations 
or  models  suggests  a  customer  preference  based  on  race? 

1 1 .  Are  you  as  assertive  in  attracting  minority  applicants  as  you  are 
in  attracting  non-minority  applicants? 
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12.  Are  you  familiar  with  the  practices  of  the  real  estate  and 
mortgage  brokers  with  whom  you  do  business? 

1 3.  Do  you  encourage  the  brokers  and  appraisers  with  whom  you 
do  business  to  be  constructively  active  in  minority 
communities? 

14.  All  things  being  equal,  do  non-minority  and  minority  credit 
applicants  have  the  same  chance  of  getting  a  loan  from  this 
financial  institution? 
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FDIC  COMPLIANCE  EXAMINATION  MANUAL 

Published  Annually  by  the  FDIC 
Fair  Housing  Section  ll-B 


in  the  previous  section  of  this  guide,  A  Comparative  Analysis  of  Residential 
Loan  Applications,  we  stressed  the  importance  of  revievying  loan  policies  and 
procedures  for  any  disparate  impact  implications,  i.e.,  where  policies  and 
practices  may  appear  neutral  on  their  face  but  have  the  net  effect  of  a 
disparate  impact  on  a  protected  group.  If  an  adverse  effect  or  impact  on  a 
prohibited  bases  group  is  shown,  it  is  the  responsibility  of  the  institution  to 
justify  the  particular  policy  or  practice  by  a  "business  necessity."  Some  policies 
or  practices  that  may  raise  disparate  impact  questions  include,  but  are  not 
limited  to,  the  following  excerpted  from  the  "FDIC  Compliance  Examination 
Manual": 

•  A  requirement  that  the  property  securing  a  mortgage  loan  must  not  exceed 
a  particular  age,  or  appraisal  practices  that  establish  unrealistically  low 
values  for  older  properties. 

•  Restricting  mortgage  lending  to  loans  for  certain  types  of  properties,  such 
as  single  family  homes,  properties  having  no  more  than  two  floors,  those 
with  large  lots,  garages,  or  with  large  square  footage  requirements. 

•  A  policy  of  not  making  loans  on  properties  in  certain  locations  or  appraisal 
practices  that  arbitrarily  discount  the  value  of  a  property  because  of  its 
location. 

•  A  policy  of  making  mortgage  loans  only  to  applicants  who  have  previously 
owned  a  home. 

•  Establishing  highly  restrictive  downpayment  or  income  requirements,  e.g., 
requiring  a  25  percent  downpayment  or  setting  a  very  low  (such  as  20 
percent)  maximum  monthly  mortgage  payment  to  income  ratio. 

•  Setting  high  minimum  mortgage  loan  amounts  that  effectively  exclude 
low-income  borrowers  or  low  maximum  loan  amounts  that  limit  the  financial 
institution's  participation  in  the  mortgage  market. 

•  Arbitrarily  excluding  FHA  or  VA  mortgage  loans. 


In  addition,  subjective  lending  criteria  that  is  general  and  not  specific  may  raise 
effects  test  or  disparate  impact  questions.  Examples  of  subjective  lending 
criteria  that  may  lead  to  possible  unlawful  discrimination  include: 
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•  The  property  should  be  in  a  "stable"  or  "rising"  area,  should  be 
"well-maintained"  and  have  an  "attractive  appearance"  or  "good  curb 
appeal"; 

•  The  neighborhood  should  be  "desirable":  there  should  be  "homogeneity  of 
residents  and  structures";  or  the  neighborhood  should  reflect  "satisfactory 
pride  of  ovi^nership";  or 

•  Applicants  must  not  be  of  "questionable"  character;  must  have  an  "excellent" 
credit  rating;  or  must  have  "adequate"  longevity  on  the  job. 

Such  subjective  criteria  may  allow  lending  personnel  to  arrive  at  differing 
interpretations.  Also,  they  may  have  the  effect  of  discouraging  creditworthy 
applicants. 
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SUGGESTED  LENDING  ACTIVITIES 

Press  Release,  May  27.  1993 
Federal  Deposit  Insurance  Corporation 
Federal  Reserve  Board 
Comptroller  of  the  Currency 
Office  ot  Thrift  Supervision 


On  May  27,  1 993,  the  federal  financial  institutions  supervisory  agencies  jointly 
communicated  their  deep  concerns  about  lending  discrimination  in  a  letter  to 
the  chief  executive  officers  of  financial  institutions.  The  letter  urged  special 
attention  to  the  following  11  activities  suggested  to  improve  fair  lending 
performance: 

•  Use  of  an  Internal  review  system  for  consumer,  mortgage  and  small 
business  loan  applications  that  would  otherwise  be  denied. 

•  Enhanced  employee  training  that  engenders  greater  sensitivity  by  financial 
institution  management,  and  employees,  to  racial  and  cultural  differences 
in  our  society. 

•  Training  of  loan  application  processors  to  assure  that  any  assistance 
provided  to  applicants  in  how  to  qualify  for  credit  is  provided  consistently 
to  all  loan  applicants. 

•  Efforts  to  ensure  that  all  persons  asking  about  credit  are  provided 
equivalent  information  and  encouragement. 

•  Affirmative  marketing  and  call  programs  designed  to  assure  minority 
consumers,  realtors,  and  business  owners  that  credit  is  available  on  an 
equitable  basis;  marketing  may  involve  sustained  advertising  programs 
covering  publications  and  electronic  media  that  are  targeted  to  minority 
audiences. 

•  Ongoing  outreach  programs  that  provide  the  institution  with  useful 
information  about  the  minority  community,  its  resources,  credit  needs  and 
business  opportunities. 

•  Participation  on  multi-lender  Mortgage  Review  Boards  that  provide  second 
reviews  of  applications  by  participating  lenders. 

•  Participation  in  public  or  private  subsidy  or  guarantee  programs  that  would 
provide  financing  on  an  affordable  t)asis  in  targeted  neighborhoods  and 
communities. 

•  Use  of  commissions  or  other  monetary  or  nonmonetary  incentives  for  loan 
officers  to  seek  and  make  safe  and  sound  consumer  and  small  business 
loans  in  minority  communities 
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PART  FOUR:    ENFORCEMENT  ACTIONS  AND  REMEDIAL  MEASURES 


In  order  for  financial  institutions  and  their  legal  counsel  to  evaluate  any  self- 
assessment  program  adequately,  it  is  important  to  know  how  the  regulatory 
agencies  will  respond  to  illegal  discrimination. 

If  a  pattern  or  practice  violation  is  identified  through  an  institution's  own  self- 
assessment  effort,  and  a  federal  regulatory  agency  becomes  aware  of  it,  the 
agency  Is  required  under  the  Equal  Credit  Opportunity  Act  to  refer  the  matter 
to  the  Department  of  Justice  whether  or  not  corrective  actions  have  been 
taken.  However,  self-discovery  and  correction  of  possitily  discriminatory 
practices  before  an  applicant  is  harmed  or  a  federal  regulatory  agency  learns 
of  them  can  only  benefit  an  institution.  Voluntary  identification  and  correction 
of  violations  disclosed  through  a  self-testing  program  will  be  a  substantial 
mitigating  factor  in  evaluating  what  actions  should  be  taken. 

It  is  also  important  to  consider  what  criteria  will  be  employed  by  the  federal 
ttanking  regulatory  agencies  in  taking  enforcement  actions  or  seeking  remedial 
measures  when  discrimination  is  discovered.  These  criteria  are  outlined  below 
in  an  excerpt  from  the  Policy  Statement  on  Discrimination  in  Lending  issued 
by  the  Interagency  Task  Force  on  Fair  Lending. 
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Policy  Statement  on  Discrimination  In  Lending 

Issued  by: 

Interagency  Task  Force  on  Fair  Lending 

Provided  to  FDIC  supervised  institutions  as  FIL  29-94,  dated  Apnl  29,  1994, 

Putjiished  in  the  Federal  Register  59  FR  18266,  dated  Apnl  15,  1994 


The  Policy  Statement  on  Discrimination  in  Lending  was  released  in  March  of 
1994  by  the  Interagency  Task  Force  on  Fair  Lending.  It  was  issued  jointly  by 
the  Federal  Deposit  Insurance  Corporation,  U.  S  Department  of  Housing  and 
Urban  Development,  U.  S.  Department  of  Justice,  Office  of  the  Comptroller  of 
the  Currency,  Office  of  Thrift  Supervision,  Board  of  Governors  of  the  Federal 
Reserve  System,  Federal  Housing  Finance  Board,  Federal  Trade  Commission, 
National  Credit  Union  Administration,  and  Office  of  Federal  Housing  Enterprise 
Oversight. 

The  policy  statement  was  issued  to  provide  guidance  about  what  the  agencies 
consider  in  determining  if  lending  discrimination  exists  The  policy  statement 
discusses  what  constitutes  lending  discrimination  under  the  Equal  Credit 
Opportunity  Act  and  the  Fair  Housing  Act,  answers  questions  about  how  the 
agencies  will  respond  to  lending  discrimination,  and  outlines  what  steps 
lenders  might  take  to  prevent  discriminatory  practices. 

In  a  series  of  questions  and  answers  it  also  explores  what  criteria  will  be 
employed  by  the  federal  banking  regulatory  agencies  in  taking  enforcement 
actions  or  seeking  remedial  measures  when  discrimination  is  discovered.  In 
addition  to  any  referrals  to  the  Deportment  of  Justice  or  HUD  that  may  be 
required,  the  federal  banking  agencies  are  authorized  to  use  the  full  range  of 
their  enforcement  authority  under  12  U.S.C.  1818  to  address  discriminatory 
lending  practices.   This  includes  authority  to  seek: 

•  Enforcement  actions  that  may  require  both  prospective  and  retrospective 
relief;  and 

•  Civil  Money  Penalties  (CMPs)  in  varying  amounts  against  the  financial 
institution  or  any  institution-affiliated  party  (lAP)  within  the  meaning  of  12 
use  1818(u),  depending,  among  other  things,  on  the  nature  of  the 
violation  and  the  degree  of  culpability. 

In  addition  to  the  above  actions,  the  federal  banking  agencies  also  may  take 
removal  and  prohibition  actions  against  any  lAP  where  statutory  requirements 
for  such  actions  are  met. 

The  federal  thanking  agencies  will  make  determinations  about  the 
appropriateness  of  any  potential  enforcement  action  after  giving  full 
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consideration  to  a  variety  of  factors.  In  making  these  determinations,  tfie 
banking  agencies  will  consider: 

•  The  number  and  duration  of  violations  identified; 

•  The  nature  of  the  evidence  of  discrimination  (i.e.,  overt  discrimination, 
disparate  treatment  or  disparate  impact): 

•  Whether  the  discrimination  was  limited  to  a  particular  office  or  unit  of  the 
financial  institution  or  was  more  pervasive  in  nature; 

•  The  presence  and  effectiveness  of  any  anti-discrimination  policies; 

•  Any  history  of  discriminatory  conduct;  and 

•  Any  corrective  measures  implemented  or  proposed  by  the  financial 
institution. 

The  severity  of  the  federal  banking  agencies'  enforcement  response  will 
depend  on  the  egregiousness  of  the  financial  institution's  conduct.  Voluntary 
identification  and  correction  of  violations  disclosed  through  a  self-testing 
program  will  be  a  substantial  mitigating  factor  in  considering  whether  to  initiate 
enforcement  action.  In  addition,  the  federal  banking  agencies  may  consider 
whether  an  institution  has  provided  victims  of  discrimination  with  all  the  relief 
available  to  them  under  applicable  civil  rights  laws. 

The  federal  banking  agencies  may  seek  both  prospective  and  retrospective 
relief  for  fair  lending  violations. 

Prospective  relief  may  include  requiring  the  financial  institution  to: 

•  Adopt  corrective  policies  and  procedures  and  correct  any  financial 
institution  policies  or  procedures  that  may  have  contributed  to  the 
discrimination; 

•  Train  financial  institution  employees  involved; 

•  Establish  community  outreach  programs  and  change  marketing  strategy  or 
loan  products  to  better  serve  all  sectors  of  the  financial  institution's  service 
area. 

•  Improve  internal  audit  controls  and  oversight  systems  in  order  to  ensure 
there  is  no  recurrence  of  discrimination;  or 

•  Monitor  compliance  and  provide  periodic  reports  to  the  primary  federal 
regulator. 
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Retrospective  relief  may  include; 

•  Identifying  customers  who  may  have  been  subject  to  discrimination  and 
offering  to  extend  credit  if  the  customers  were  Improperly  denied; 

•  Requiring  the  financial  institution  to  make  payments  to  injured  parties: 

Restitution:  This  may  include  out-of-pocket  expenses  incurred  as  a  result  of 
the  violation  to  make  the  victim  of  discrimination  whole,  such  as:  fees  or 
expenses  in  connection  with  the  application:  the  difference  between  any 
greater  fees  or  expenses  of  another  loan  granted  elsewhere  after  denial  by  the 
discriminating  lender:  and,  when  loans  were  granted  on  disparate  terms, 
appropriate  modification  of  those  terms  and  refunds  of  any  greater  amounts 
paid. 

•  Requiring  the  financial  institution  to  pay  CMPs: 

The  tanking  agencies  have  the  authority  to  assess  CMPs  against  financial 
institutions  or  individuals  for  violating  fair  lending  laws  or  regulations.  Each 
agency  has  the  authority  to  assess  CMPs  of  up  to  $5,000  per  day  for  any 
violation  of  law,  rule  or  regulation.  Penalties  of  up  to  $25,000  per  day  are  also 
permitted,  but  only  if  the  violations  represent  a  pattern  of  misconduct,  cause 
more  than  minimal  loss  to  the  financial  institution,  or  result  in  the  gain  or 
benefit  to  the  party  involved.  CMPs  are  paid  to  the  U.S.  Treasury  and 
therefore  do  not  compensate  victims  of  discrimination. 

•  Other  Affirmative  Action: 

The  federal  banking  agencies  also  have  the  authority  to  require  a  financial 
institution  to  take  affirmative  action  to  correct  or  remedy  any  conditions 
resulting  from  a  pattern  or  practice.  The  banking  agencies  will  determine 
whether  such  affirmative  action  is  appropriate  in  a  given  case  and,  if  such 
action  is  appropriate,  the  type  of  remedy  to  order. 
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CONCLUSION 


A  FINAL  WORD 


The  closing  recommendation  of  this  guide  is  perhaps  the  first  step  that  an 
institution  should  take  to  ensure  equal  treatment  of  loan  applicants. 
Stereotyping  others  can  lead  to  often  unintentional  differences  in  treatment 
which,  in  turn,  may  lead  to  illegal  discrimination.  Although  prohibited  lending 
discrimination  may  be  unintentional,  it  is,  nevertheless,  against  the  law. 
Multicultural  awareness,  race,  gender,  and  handicap  sensitivity  training  should 
be  provided  to  all  levels  of  a  financial  institution's  personnel.  It  can  give  them 
Insight  into  how  they  may  stereotype  others  who  are  different  and,  perhaps, 
treat  them  less  favorably.  An  ounce  of  prevention  is  worth  a  pound  of  cure. 
As  a  first  step,  taken  with  the  others  proposed  in  this  guide,  it  can  help  to 
prevent  illegal  lending  discrimination 
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• 

APPENDIX  A:   TESTER  IDENTITY 

Personal  Information: 
Nnmp 

Race:                                            Age: 
Current  Address: 

Sex: 

Marital  Status: 

How  Long: 

Spouse's  Name: 
Number  of  Children: 

Age: 

— 

Names/Aqes: 

Years  at  Current  Address: 

Rent  Amount: 

Previous  Address: 

Years  at  Previous  Address: 

Rent  Amount: 

Emolovment  Information: 
Employer 

Occupation: 

Address  of  Employer: 

Lenoth  of  Employment: 

Monthly  Gross  Income: 

Annual  Gross  Income  : 

Monthly  Net  Income: 

Previous  Employer: 

Occupation: 

Lenoth  of  Employment: 

Monthly  Gross  Income: 

Annual  Gross  Income: 

Monthly  Net  Income: 

Spouse's  Employer: 

Occupation: 

Lenoth  of  Employment: 

Monthly  Gross  Income: 

Annual  Gross  Income; 

Monthly  Net  Income: 
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Spouse's  Previous  Emolover: 

Occupation: 

Lenath  of  Employment: 

Monthly  Gross  Income: 

Annual  Gross  Income: 

Monthly  Net  Income: 

Total  Annual  Household  Income: 

Gross: 
Net: 

Credit  Information: 

Charge  Card(s):                  Balance 
(1) 

Monthly  Payment 

(2) 

(3) 

Loan(s):                             Balance 
(1) 

Monthly  Payment 

(2) 

(3) 

Other  Financial  Information: 
Savings: 

Amount: 

Checking: 

Amount: 

Other: 
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Housing  Information: 
Neighbortiood/House    Location:_ 
Address: 


Size/#  Bedrooms:_ 
Style: 


Age: CAC: Garage  Type: Taxes: 

SalesPrice:  


Closing  Date: 


Down  payment: 
Source: 


Other  closing  costs:_ 
Source: 


Information  about  the  Financial  Institution: 
Name: 


Address: 

Phone: 

Hours: 


How  you  found  this  office: 
Miscellaneous: 


Other 
Instructions: 
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APPENDIX  B:    LENDING  GLOSSARY  FOR  TESTERS 


The  Lending  Glossary  is  used  to  familiarize  testers  with  various  lending  terms  that  they  may  be 
required  to  know  prior  to  a  lending  institution  site  visit. 


Term 

Adjustable  (or  Variable) 
Rate  Mortgage  (ARM) 


Amortized  Mortgage  Loan 

Application  Fee 
Appraisal 
Closing  Costs 

Conventional  Loan 
Debt-to-income  Ratio 

Down  Payment 


Definition 

A  mortgage  on  which  the  rate  is  subject  to  periodic  adjust- 
ment. The  method,  frequency,  and  basis  for  the  change  are 
disclosed  to  the  borrower.    ARM  rates  are  usually  tied  to 
some  widely  published  market  rate  of  interest  or  index. 

A  mortgage  loan  that  provides  for  regular  repayments  at 
stated  intervals,  usually  monthly,  quarterly,  or  semiannually,  to 
reduce  the  principal  and  to  cover  interest  as  it  comes  due. 

A  charge  by  financial  institutions  to  cover  the  initial  costs  of 
processing  a  loan  request  and  checking  credit. 

An  independent  estimate  of  the  fair  inarket  value  of  real 
estate.  An  appraisal  fee  is  part  of  the  closing  costs  for  a  loan. 

The  costs  to  a  borrower  of  closing  a  mortgage  loan.  These 
usually  include  an  origination  fee,  title  search  and  insurance, 
attorneys  fees,  survey  fee,  home  inspection  fee,  and  prepaid 
items  such  as  taxes  and  insurance  escrow  payments. 

A  mortgage  loan  that  is  not  insured  by  the  Federal  Housing 
Administration  or  guaranteed  by  the  Veterans  Administration 
or  Farmers  Home  Administration. 

The  ratio  of  the  borrower's  monthly  debt  to  monthly  income, 
using  either  net  or  gross  income  levels,  expressed  as  a 
percentage.  An  acceptable  ratio  may  differ  according  to  the 
loan  product  or  available  down  payment. 

An  amount  equal  to  the  difference  between  the  purchase 
price  of  a  house  and  the  down  payment.  Conventional  loans 
usually  require  a  down  payment  of  5%-20%;  federally  insured 
loans  often  require  less  than  5% 
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Earnest  Money  A  portion  of  a  down  payment  delivered  to  a  seller  or  an 

escrow  agent  by  the  purchaser  of  real  estate,  along  with  a 
purcfiase  offer,  as  evidence  of  good  faith  in  negotiating  the 
purchase  of  the  property.  The  purchaser  forfeits  the  earnest 
money  if  the  sale  is  not  consummated  through  the  fault  of  the 
purchaser. 

Federal  National  Mortgage        A  corporation  chartered  by  Congress  that  purchases  and  sells 
Corporation  ("Fannie  Mae")    conventional  and  federally  insured  residential  mortgages. 


Federally  Insured  Loans 


Loans  insured  against  default  by  the  Federal  Housing  or 
Veterans  Administration. 


Federal  Home  Loan  Mortgage  A  corporation  authorized  by  Congress  to  purchase  conven- 
Corporatlon  ("Freddie  Mac")  tional    mortgages   from   depository   institutions   and    HUD 

approved  mortgage  bankers. 


Fixed-Rate  Mortgage 


A  mortgage  with  a  constant  rate  of  interest  over  the  life  of  the 
loan. 


Hazard  Insurance 


Insurance  covering  physical  damage  to  property  by  natural 
causes,  vandalism,  and  other  causes. 


Loan  Origination  Fee 


Loan-to-Value  Ratio 


Point 


The  amount  the  lender  charges  for  handling  the  initial 
application  and  the  processing  of  a  loan. 

The  ratio  between  the  amount  of  a  loan  and  the  appraised 
value  of  property  securing  the  loan,  expressed  as  a 
percentage  of  the  appraised  value. 

A  prepaid  finance  charge  imposed  by  the  lender  at  closing  to 
increase  its  yield  beyond  the  stated  mortgage  interest  rate. 
A  point  equals  one  percent  of  the  loan  amount. 


Private  Mortgage  Insurance 


Insurance  written  by  a  private  company  protecting  the 
mortgage  lender  against  loss  from  a  default  by  the  borrower. 
Premiums  are  paid  by  the  borrower.  Often  referred  to  as 
"PMI." 


Survey 


Title 


A  measurement  of  land  showing  its  location  with  reference  to 
known  points,  its  dimensions,  and  the  location  and 
dimensions  of  any  improvements.  Surveys  are  often  required 
by  lending  institutions  to  show  that  the  lot  on  which  a  house 
is  located  has  not  been  encroached  upon  by  another 
structure. 

Legal  evidence  of  ownership  of  real  or  personal  property. 
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Title  Insurance  Insurance  for  lenders  and/or  borrowers  against  financial  loss 

resulting  from  claims  arising  out  of  defects  in  the  title  to  real 
property  which  may  not  have  been  discovered  during  the  title 
search.  The  cost  of  the  policy  is  based  on  the  loan  amount, 
and  it  often  paid  by  the  buyer. 

Title  Search  A  review  of  public  records  to  disclose  past  and  current  facts 

about  the  ownership  of  real  property. 
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APPENDIX  C:   TESTING  REPORT  FORM 


SAMPLE  QUESTIONS 

1.  Tester's  Name,  Address  and  Phone  Number 

2.  Name  and  Address  of  the  Lending  Institution  or  Branch  of  the  Lending  Institution 

3.  Date  of  test 

4.  Was  an  appointment  made? 

5.  If  an  appointment  was  made,  with  whom? 

6.  Time  visit  began 

7.  Time  visit  ended 

8.  When  you  entered  the  office,  did  you? 

a.  Talk  to  a  secretary,  receptionist  or  teller  who  referred  you  to  a  manager  or  officer. 

b.  Talk  to  a  secretary,  receptionist  or  teller  who  referred  you  to  someone  else. 

c.  Talk  to  a  secretary,  receptionist  or  teller  who  then  interviewed  you. 

d.  Talk  to  a  manager  or  officer  who  then  interviewed  you. 

e.  Talk  to  a  manager  or  officer  who  referred  you  to  someone  else. 

9.  How  long  did  you  wait  for  interview? 

10.  Where  did  you  wait? 

1 1 .  Name  of  person  who  interviewed  you 
-Individual's  race  and  gender 

12.  Where  was  your  interview? 

13.  How  long  was  your  interview? 

14.  Did  the  interviewer  (Circle  all  that  apply): 

a.  Introduce  him/herself  to  you 

b.  Offer  a  business  card. 
0.  Ask  your  name. 

d.  Shake  your  hand. 

e.  Smile  at  initial  contact. 

f.  Look  you  in  the  eye  at  initial  contact. 

g.  Ask  you  to  be  seated. 

h  Offer  you  any  coffee  or  other  refreshment. 

15.  Did  you  receive  a  business  card  or  other  written  information? 
If  yes,  describe  and  attach  to  form. 

16.  Description  of  each  person  spoken  to/contacted,  including  name,  title,  age,  sex,  race,  and 
a  physical  description: 

17.  What  types  of  loans  did  the  lender  discuss  with  you?(Circle  all  that  apply) 

a.  Conventional 

b.  Fixed 

c.  ARM 

d.  FHA 

e.  VA 

f.  Other 

(Describe)^ 


49 


164 


18.  What  are  the  qualifying  ratios  at  this  bank? 

Housing  to  income: 

Debt  to  income: 

Based  on  gross  or  net?_ 


19.  What  did  the  lender  say  were  your  ratios? 

Housing  to  income: 

Debt  to  income: 

20.  Is  there  an  application  fee? 

If  yes,  how  much? Is  it  refundable? 

21.  According  to  lender  were  you  qualified  for  a  loan? 
If  yes,  what  type(s)? 

What  interest  rate? 
If  no,  why  not? 

22.  For  the  types  of  financing  recommended  by  the  lender,  provide  loan  type,  loan  amount, 
loan  length,  interest  rate,  points,  application  fee,  down  payment,  monthly  payments,  closing 
costs,  and  any  other  costs. 

23.  What,  if  anything,  did  the  lender  say  about  the  lending  process,  including  the  estimated 
length  of  processing  time? 

24.  What  percent  down  payment  did  you  say  you  were  going  to  make? 

25.  Was  that  sufficient? 

26.  If  not,  what  is  required  to  get  the  loan? 

Private  Mortgage  Insurance  (PMI)      

Second  Mortgage  

Other  

27.  If  PMI  is  required,  what  are  the  costs? 

At  closing  

Monthly  

28.  Did  the  lender  discuss  financing  PMI? 

29.  Were  you  ottered  an  application? 

30.  Did  the  lender  discuss  closing  costs  with  you? 

31.  Did  the  lender  provide  a  good  faith  estimate? 

32.  Did  the  lender  tell  you  to  look  for  financing  elsewhere? 
If  yes,  where? 

33.  What  else  did  the  lender  say  you  needed  to  do  to  apply  for  the  loan? 

34.  Did  the  lender  ask  the  location  of  the  house? 

35.  Did  the  lender  make  any  comments  about  the  community  where  the  property  is  located? 
If  yes,  what  was  said? 

36.  Did  the  lender  make  any  statements  about  race,  color,  ethnicity,  religion,  sex,  age,  marital 
status  or  handicap? 

If  yes,  what  was  said? 

37.  Did  the  lender  record  any  information  you  provided? 

38.  Did  the  lender  make  a  note  of  how  to  contact  you? 

39.  Did  the  lender  explain  the  next  steps  to  take  to  proceed  with  the  application? 
If  yes,  explain 
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APPENDIX  D:    MORTGAGE  LENDING  DECISION  ANALYSIS  WORKSHEET 


Loan  Type: 


Purchase: 
Retina  nee: 
HI: 
Construction: 


#  of  Applicants 

Accepted: 
Rejected: 


KEY — RACE 

W=White 

B=Black 

H=Hispanic 

A=Asian 

I=Native  American 

0=Other 

KEY—MARITAL  STATUS 

M=Married 

U=Urunarried 

S=Seperated 


(Continued  on  next  page) 
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Applicant 

Loan 

Census 

Loan  Amount 

Loan 

Loan 

Monthly 

Officer 

Tract 

to 

to 

Debt  to 

(NHood) 

Requested          Granted 

Value 
Ratio 

Price 
Ratio 

Income 
Ratio 

Examples: 

#124 
#265 


#07 
#07 


101 
109 


200M 
100M 


200M 


80 
97 


75 
90 


34 
30 
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Housing 

PMI 

Mlg. 

Int. 

Points 

Race 

Marital 

Sex 

Action 

Reasons 

Pmtto 

Y/N 

Dura- 

Rate 

(Use 

Status 

M/F 

Taken 

for 

Income 

tion 

Key) 

(Use 

Rejection 

Ratio 

(Mos) 

Key) 

29 

N 

360 

8 

1 

W 

S 

F 

Approved 

28 

Y 

300 

8 

2 

B 

S 

M 

Denied       Appraised 
Value 

Note:   Other  categories  such  as  "Quality  of  Assistance"  factors  also  may  be  Included.   For 
example:   Derogatory  Credit  Reporting  Explanations;  Cross-selling  a  More  Suitable  Loan 
Product;  Appraiser  Contacts;  Consultations  With  Other  Loan  Officers;  Requests  for  Additional 
Information;  and  other  Evidence  of  Applicant  Counselling;  etc. 
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INTRODUCTION 

Mr.  Chairman  and  members  of  the  Subcommittee,  thank  you  for 
the  invitation  to  testify  today  on  the  availability  of  credit  to 
minority-owned  small  businesses.   Before  I  begin,  I  would  like  to 
take  this  opportunity  to  wish  you  well  as  you  re-enter  private 
life  and  to  thank  you  for  your  leadership  and  service  on  this 
Subcommittee. 

Your  invitation  letter  asked  me  to  address  difficulties 
facing  minority-owned  small  businesses  in  obtaining  credit  and  to 
provide  our  views  on  H.R.  918,  a  bill  introduced  by 
Representative  Wynn  to  expand  the  collection  of  data  on  small 
business  lending  by  insured  banks  and  thrifts.   Mr.  Chairman,  I 
applaud  your  decision  to  hold  this  important  hearing.   The  flow 
of  credit  to  underserved  segments  of  our  economy  on  a 
nondiscriminatory  basis  is  essential  to  this  nation's  financial 
health  and  vibrancy.   The  Office  of  Thrift  Supervision  (OTS)  is 
committed  to  ensuring  not  only  the  availability  of  credit,  as 
evidenced  by  the  initiatives  we  are  pursuing,  but  that  credit 
decisions  are  based  on  legitimate,  economic  factors  that  are  free 
from  any  discriminatory  influences,  either  subtle  or  overt.   The 
efforts  of  the  agencies  to  achieve  these  goals  are  often 
controversial  and  we  appreciate  your  ideas  on  how  best  to 
proceed. 
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The  issues  we  will  discuss  today  are  timely  and  sensitive. 
My  testimony  will:  (1)  provide  a  brief  lending  profile  of  the 
thrift  industry;  (2)  describe  some  of  the  initiatives  we  are 
pursuing  to  enhance  credit  availability;  (3)  review  the 
regulatory  effort  to  reform  the  administration  of  the  Community 
Reinvestment  Act  (CRA) ,  and  outline  H.R.  918;  and,  (4)  identify 
significant  issues  associated  with  the  collection  of  race  and 
gender  information  on  small  business  loans  in  light  of  our  CRA 
proposal  and  H.R.  918. 

LENDING  PROFILE  OF  THE  THRIFT  INDUSTRY 

The  primary  focus  of  the  thrift  industry's  lending  effort  is 
on  housing-related  finance  and  consumer  credit.   This  is 
consistent  with  the  historical  mission  of  the  industry,  and 
Congressional  reaffirmations  of  that  mission  as  articulated 
through  legislation.   Unlike  the  banking  industry,  the  asset 
composition  of  the  thrift  industry's  balance  sheets  has  changed 
very  little  over  the  last  five  years.   As  of  June  30,  1994, 
thrifts  had  approximately  $565  billion  —  approximately  73 
percent  of  their  assets  —  in  residential  housing-related  finance 
and  consumer  loans.   This  percentage  has  been  remarkably  constant 
over  the  years.   Additionally,  thrifts  have  maintained  a  high 
loan-to-deposit  ratio  —  currently,  it  is  78  percent.   It  is 
evident  from  these  data  that  the  thrift  industry  is  fulfilling 
its  primary  role  in  the  marketplace. 
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The  thrift  industry  is  a  leader  in  meeting  the  housing 
finance  needs  of  minorities  and  low-income  persons  in  certain  key 
markets.   For  example,  a  recently  completed  KPMG  Peat  Marwick 
study  on  the  California  market  based  on  1992  Home  Mortgage 
Disclosure  Act  (HMDA)  data  indicates  that  90  percent  of  all 
multifamily  mortgage  loans  were  provided  by  thrifts.   Equally 
impressive,  thrifts  were  the  primary  lenders  in  low-  and 
moderate-income  neighborhoods  with  4  5  percent  of  that  market, 
which  significantly  exceeded  their  overall  lending  market  share 
of  35.5  percent.   Recent  media  reports  have  indicated  that  seven 
of  the  12  largest  lenders  to  minority  and  low-  and  moderate- 
income  areas  in  California  are  thrifts,  and  that  thrifts  have  a 
much  lower  denial  rate  of  African-Americans  and  Hispanics  than 
any  other  type  of  lender.    Our  preliminary  review  of  the  1993 
HMDA  data  shows  that  the"  thrift  industry,  despite  its  shrinking 
size,  continues  to  have  a  strong  presence  in  home  mortgage 
lending.   For  example,  the  thrift  industry  increased  its  home 
mortgage  loan  originations  to  African-Americans  by  26.5  percent 
between  1992  and  1993. 

Thrifts  are  also  leaders  in  originating  and  holding 
adjustable  rate  mortgage  loans  (ARMs) .   Many  mortgage  bankers  and 
commercial  banks  are  less  likely  to  originate  ARMs  because  they 
are  more  difficult  to  sell  in  the  secondary  market. 
Nevertheless,  ARMs  are  important  because  they  often  make  housing 
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affordable  for  first-time  buyers,  especially  when  long-term 
interest  rates  are  high. 

The  typical  thrift  institution  is  not  heavily  involved  in 
lending  to  commercial  businesses.   This  is  due,  in  part,  to 
statutory  constraints.   The  Qualified  Thrift  Lender  (QTL)  test 
requires  a  significant  percentage  of  thrift  portfolios  to  be 
invested  in  residential  housing  assets.   There  are  also  statutory 
limitations  on  the  dollar  amount  of  business  loans  that  thrifts 
can  make;  thrifts  are  limited  by  law  to  having  no  more  than  10 
percent  of  their  assets  in  business  loans.   Thrift  institutions 
that  want  to  become  more  active  business  lenders  are  required  to 
change  charters  and  become  either  a  state  savings  bank  or  a 
commercial  bank.   If  enhancing  the  availability  of  credit  to 
small  businesses  is  one  of  our  principal  goals,  we  should 
consider  whether  the  incentives  for  small  business  lending  are 
properly  aligned. 

SELECTED  CREDIT  AVAILABILITY  INITIATIVES 

We  are  well  aware  of  concerns  that  there  are  unmet  credit 
needs  in  this  nation,  particularly  to  small  businesses.   OTS  is 
supporting  several  initiatives  to  meet  these  needs.   They  are: 
(1)  moderately  expanding  the  commercial  lending  authority  of 
thrifts;  (2)  expanding  the  authority  of  thrift  holding  companies 
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to  make  capital  investments  in  undercapitalized  or  minority-owned 
thrifts;  and  (3)  refocusing  the  CRA  regulations. 

These  initiatives  would  effectively  promote  local, 
community-based  lending.   An  increase  in  commercial  lending 
authority  should  help  small  businesses  get  additional  access  to 
credit,  particularly  in  smaller  towns  where  the  only  financial 
institution  may  be  a  thrift.   It  would  also  provide  encouragement 
to  thrifts  that  have  identified  the  need  for  commercial  lending 
in  their  communities,  but  could  not  support  the  business  decision 
to  become  involved  in  commercial  lending  because  of  the  limited 
opportunity  to  recoup  their  investment  in  staff  resources 
necessary  to  safely  and  profitably  provide  such  credit.   To  the 
extent  that  we  already  have  undercapitalized  or  minority-owned 
institutions  located  in  areas  with  unmet  credit  needs,  expansion 
of  the  Qualified  Stock  Issuance  (QSI)  authority  would  enable 
institutions  outside  of  those  areas  to  help  those  within  those 
areas  by  providing  capital  that  could  be  used  to  make  more  credit 
available.   Finally,  CRA  reform  should  result  in  providing 
further  encouragement  to  the  industry  to  lend  in  underserved 
areas  and  free-up  capital  for  lending  that  would  have  otherwise 
been  spent  in  documenting  its  CRA  performance. 
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Expansion  of  Thrift  Commercial  Lending  Authority 

As  noted  earlier,  thrifts  are  not  significantly  involved  in 
commercial  lending.   While  there  are  a  number  of  reasons  for 
this,  including  their  traditional  role  as  residential  mortgage 
lenders  and  the  QTL  test,  some  thrifts  have  indicated  their 
current  10  percent  of  asset  limitation  on  commercial  loans  acts 
as  a  disincentive  to  make  any  business  loans.   From  their 
perspective,  a  larger  volume  of  commercial  lending  is  necessary 
to  make  it  economically  worthwhile  to  invest  in  the  staffing  and 
other  resources  required  to  be  successful  commercial  lenders. 

Consideration  should  be  given  to  increasing  the  commercial 
lending  authority  of  thrifts.   Expanded  authority  would  enable 
thrifts  to  make  more  loans  to  small-  and  medium-sized  businesses, 
thereby  enhancing  their  role  as  community-based  lenders. 

In  testimony  before  the  Committee  on  Small  Business  of  the 
House  of  Representatives  in  March  1994,  I  indicated  my  belief 
that  a  five  percentage  point  increase  in  the  commercial  lending 
authority  of  thrifts  would  not  pose  safety  and  soundness 
concerns.  I  continue  to  support  that  statement.   Our  experience 
is  that  thrifts  have  prudently  used  their  current  commercial 
lending  authority.   Moreover,  commercial  lending  is  subject  to 
other  constraints.   The  most  important  of  these  is  the  loans-to- 
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one-borrower  rule  that  limits  the  exposure  of  a  thrift  to  any 
single  borrower.   This  limitation  effectively  requires  a  thrift 
to  diversify  its  assets  and,  therefore,  limits  potential  risk 
from  expanded  commercial  lending. 

Expansion  of  investment  Authority  in  Undercapitalized  and 
Minority-Owned  Institutions 

The  second  initiative  to  consider  is  the  expansion  of  the 
authority  of  well-capitalized  thrift  holding  companies  to  make 
noncontrolling  investments  in  minority-owned  thrifts,  thrifts 
located  in  economically  distressed  areas,  or  undercapitalized 
thrifts  under  the  QSI  provisions  of  the  Home  Owners'  Loan  Act 
(HOIA) .   The  objective  would  be  to  facilitate  industry 
investments  in,  and  support  for,  these  thrifts,  that  in  many 
cases  are  well  positioned  in  their  communities  to  make  additional 
loans. 

Currently,  a  thrift  holding  company  is  authorized  to  acquire 
up  to  15  percent  of  the  stock  of  a  thrift  but  only  if  the  thrift 
is  undercapitalized.   We  believe  that  expanding  the  pool  of 
institutions  eligible  for  such  investments  to  include  minority- 
owned  thrifts  and  thrifts  located  in  economically  distressed 
areas  would  encourage  investment  in  such  thrifts.   Similarly, 
increasing  the  percentage  of  allowable  stock  acquisitions  would 
increase  the  amount  of  capital  available  through  QSIs,  improve 
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the  capital  position  of  eligible  institutions,  and  enable  them  to 
increase  their  lending. 

CRA  Reform  Effort 

Finally,  the  OTS,  along  with  the  Office  of  the  Comptroller 
of  the  Currency  (OCC) ,  the  Federal  Reserve  Board  (FRB) ,  and  the 
Federal  Deposit  Insurance  Corporation  (FDIC) ,  are  working  to 
revise  the  regulations  that  implement  the  CRA.   Our  goal  is  to 
provide  institutions  with  a  better  understanding  of  what  is 
expected  of  them  and  how  we  will  assess  their  performance.   One 
of  our  objectives  is  to  stimulate  lending,  particularly  in 
underserved  areas,  by  focusing  our  CRA  evaluations  on  actual 
lending,  service,  and  investment  performance  rather  than 
documentation  of  the  CRA  process. 

In  July  1993,  President  Clinton  asked  the  OCC,  FDIC,  FRB, 
and  OTS  to  develop  new  CRA  regulations  and  examination  procedures 
that  replace  paperwork  and  uncertainty  with  greater  performance, 
clarity,  and  objectivity. 

Specifically,  the  President  asked  us  to  refocus  our 
examination  system  on  more  objective,  performance-based 
assessment  standards  that  minimize  compliance  burdens  while 
stimulating  improved  performance.   He  asked  that  our  evaluations 
be  based  on  the  actual  lending  performance  of  institutions  in 
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making  home  mortgage,  small  business,  and  small  farm  loans  in  the 
communities  they  were  chartered  to  serve.   At  the  same  time,  the 
President  requested  that  we  promote  consistency  and  even- 
handedness,  improve  CRA  performance  evaluations,  and  institute 
more  effective  sanctions  against  institutions  with  consistently 
poor  performance. 

Revised  CRA  Proposals 

In  December  1993,  the  agencies  issued  for  public  comment  a 
proposal  to  amend  the  CRA  regulations.   The  agencies  received  and 
evaluated  over  6,700  comment  letters  from  banks,  thrifts,  trade 
groups,  consumer  groups,  community  organizations.  Congressional 
members,  and  other  concerned  parties. 

The  commenters  generally  supported  the  agencies'  goal  of 
developing  more  objective,  performance-based  assessment  standards 
but  many  expressed  concern  over  some  aspects  of  the  proposal. 

In  response  to  the  concerns  and  issues  raised  in  these 
letters,  the  agencies  decided  to  issue  a  revised  CRA  proposal. 
Under  the  revised  proposal,  which  will  appear  in  the  Federal 
Register  on  October  7,  the  basic  framework  for  assessing  an 
institution's  CRA  performance  would  have  many  of  the  same 
conceptual  elements  as  the  December  proposal.   The  current  12 
assessment  standards,  some  of  which  focus  largely  on  process  and 
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paperwork,  would  be  replaced  with  more  performance-oriented 
assessment  standards.   Retail  institutions  would  be  assessed 
under  three  standards:   lending,  investments,  and  services. 
Wholesale  and  limited-purpose  institutions  would  be  evaluated 
under  a  community  development  test.   Small  institutions  would  be 
subject  to  streamlined  examinations.   All  institutions  could  also 
choose  to  be  evaluated  under  an  approved  strategic  plan. 

One  important  provision  of  the  revised  proposal,  which  is 
relevant  to  today's  hearing,  is  the  requirement  that  larger  banks 
and  thrifts  collect  race  and  gender  data  on  small  business  and 
small  farm  loans.   Many  consider  this  the  most  controversial 
aspect  of  our  revised  proposal. 

Race  and  Gender  Data  to  be  Collected  under  the  Revised  CRA 
Proposal 

All  banks  and  savings  associations  are  currently  required  to 
report,  in  aggregate,  outstanding  small  business  and  small  farm 
loans,  consisting  of  loans  business  with  original  amounts  under 
$1  million  and  farm  loans  with  original  amounts  of  under 
$500,000,  on  the  institutions'  call  report  or  thrift  financial 
report.   The  agencies  propose  to  require  independent  institutions 
with  assets  of  $250  million  or  more,  and  those  institutions  that 
are  members  of  holding  companies  with  $250  million  or  more  in 
total  bank  and  thrift  assets  to  collect  information  on  a  loan-by- 
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loan  basis  for  these  small  business  and  small  farm  loans 
outstanding,  record  the  information  on  a  register,  and  report  it 
to  their  regulatory  agency.   This  collection  and  reporting 
obligation  would  apply  to  loans  for  which  applications  were 
submitted  after  July  1,  1995;  the  reports  to  the  regulators  would 
begin  with  the  submission  of  the  December  31,  1995  reports  of 
condition,  and  continue  on  an  annual  basis  thereafter. 

The  information  to  be  included  on  the  loan  register  would 
contain,  for  each  loan: 

o    the  loan  number; 

o    the  outstanding  loan  amount; 

o    the  census  tract  or  block  numbering  area  of  the  business  or 
farm,  or  the  location  where  the  proceeds  will  be  used; 

o    whether  the  loan  was  made  to  an  entity  with  more  than 

50  percent  ownership  by  one  or  more  minority  individuals; 

o    whether  the  loan  was  made  to  an  entity  with  more  than 
50  percent  ownership  by  women;  and, 

o    whether  the  gross  annual  revenues  of  the  borrowers  are  less 
than  or  equal  to  $1  million. 

11 
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In  addition  to  this  loan  register  information,  beginning 
July  1,  1995,  financial  institutions  covered  under  CRA  that  are 
required  to  report  small  business  and  small  farm  loans  are  to 
collect  race  and  gender  information  on  written  applications,  even 
if  the  loan  is  not  ultimately  originated.   The  application- 
specific  information  would  not  be  reported  to  the  agencies  or 
entered  on  the  register,  or  made  available  to  the  public,  but 
would  be  made  available  for  use  by  examiners. 

The  collection  of  these  data  was  strongly  advocated  by  some 
community  group  commenters,  and  some  members  of  Congress.   These 
proponents  believe  that  the  collection  of  these  data  will  enhance 
the  ability  of  the  agencies  to  detect  lending  discrimination  and 
will  support  the  fair  lending  component  of  the  CRA  assessment. 
The  agencies,  recognizing  the  interrelationship  between  the  fair 
lending  laws  and  the  CRA,  and  the  potential  utility  of  the  data, 
decided  to  alter  their  December  proposal  —  which  did  not  impose 
the  collection  of  race  and  gender  information  —  and  propose  such 
collection  for  public  comment.   However,  the  collection  of  these 
data  raises  substantive  and  sensitive  issues  that  we  need  to 
discuss  and  work  together  to  resolve.   I  will  discuss  these 
issues  in  detail  later  in  this  testimony. 


Race  Data  to  be  Collected  under  H.R.  918 
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In  many  respects,  H.R.  918,  the  Small  Business  Lending 
Disclosure  Act,  parallels  the  provision  of  our  proposed  CRA  rule 
regarding  the  collection  of  race  data  for  small  business  and  farm 
loans.   As  we  understand  it,  H.R.  918  would  amend  the  existing 
small  business  data  collection  provisions  of  the  Federal  Deposit 
Insurance  Corporation  Improvement  Act  of  1991  (FDICIA)  by: 

o    requiring,  as  opposed  to  authorizing,  the  federal  financial 
institution  regulatory  agencies  to  collect  data  on  small 
business  lending; 

o    requiring  banks  and  thrifts  to  report  the  total  number  and 
aggregate  dollar  amount  of  applications  received  for  such 
loans  in  addition  to  the  existing  requirement  to  report 
information  on  outstanding  loans; 

o    requiring  banks  and  thrifts  to  report  the  application  and 
loan  data  in  five  separate  categories  based  on  the  sales 
volume  of  the  businesses  that  applied  for  credit;  and, 

o    requiring  banks  and  thrifts  to  report  the  total  number  and 
aggregate  dollar  amount  of  loans  made  to,  and  applications 
.received  from,  minority-owned  businesses,  start-up 
businesses,  and  businesses  in  operation  for  less  than  one 
year  other  than  start-up  businesses. 
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We  do  not  believe  the  bill  contemplates  the  collection  of  data  on 
gender. 

We  believe  that  H.R.  918  is  consistent  in  spirit  with  the 
impetus  behind  our  decision  to  propose  the  collection  of  certain 
data  elements  on  small  business  and  small  farm  loans  as  part  of 
our  CRA  reform  effort.   Two  key  differences  are  that  it  appears 
to  contemplate  quarterly  data  submissions  and  does  not  provide 
for  the  exemption  of  small  institutions.   With  respect  to  the 
frequency  of  reporting,  we  question  whether  quarterly  data  are 
needed.   Examinations  are  typically  conducted  each  12  —  24 
months.   With  respect  to  the  question  of  whether  all 
institutions  should  be  required  to  report  race  data  on  their 
small  business  loans,  our  rationale  for  exempting  small 
institutions  was  to  reduce  the  regulatory  burden  for  small 
institutions.   In  general,  the  cost  of  reporting  is 
disproportionately  higher  for  a  small  institution  due  to  the 
attendant  system  changes,  employee  retraining,  and  paperwork 
compilation  brought  on  by  expanded  data  collection. 
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SIGNIFICAKT  ISSUES  RAISED  BY  THE  PROPOSAL  TO  COLLECT  CERTAIN  DATA 
ELEMENTS  ON  SHALL  BUSINESS  AND  SMALL  FARM  LOANS 

We  believe  that  the  collection  of  this  information  raises  at 
least  three  significant  issues. 

Collection  of  Race  and  Gender  Data  Reverses  Regulation  B 
Restrictions 

First,  the  Equal  Credit  Opportunity  Act  (ECOA) ,  as 
implemented  by  Federal  Reserve  Board  Regulation  B  (12  CFR  202) 
prohibits  the  collection  of  race  and  gender  information,  except 
in  certain  limited  circumstances.   An  institution  may  collect 
race  or  gender  information  if  it  is  required  in  connection  with  a 
monitoring  program  mandated  by  an  agency  charged  with  enforcement 
of  ECOA.   The  only  current  exception  to  Regulation  B  relates  to 
applications  for  residential  real  estate-related  credit  that  is 
subject  to  collection  under  HMDA.   This  prohibition  exists  to 
help  assure  that  lenders  do  not  take  improper  factors  into 
account  in  their  lending  decisions.   Under  Regulation  B,  when  a 
lender  is  considering  a  business  or  farm  loan,  the  lender  may 
not,  as  part  of  the  application  process,  request  information  on, 
or  consider  the  race  or  gender  of,  the  borrower.   The  intent  of 
the  regulation  is  to  promote  the  availability  of  credit  to  all 
creditworthy  applicants  without  regard  to  race  or  gender. 
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Thus,  with  the  proposed  mandatory  collection  of  these  data 
on  small  business  and  small  farm  loans  as  part  of  the  CRA  reform 
project,  the  agencies  have  essentially  removed  the  statutory  and 
regulatory  prohibition  against  collecting  it.   Rather  than 
retaining  the  current  prohibition,  we  have  now  proposed  the 
mandatory  collection  of  race  and  gender  data.   We  recognize  that 
our  proposal  reverses  a  policy  that  has  been  in  place  for  many 
years.   In  our  CRA  deliberations,  the  question  was  raised  as  to 
whether  this  proposed  reversal  of  policy  is  consistent  with 
Congressional  intent.   I,  therefore,  welcome  this  Subcommittee's 
decision  to  hold  hearings  on  this  important  topic. 

We  certainly  recognize  the  potential  usefulness  of  the  data 
from  the  fair  lending  standpoint.   In  particular,  the  data  may  be 
very  useful  to  lending  institutions  as  part  of  their  efforts  to 
self-assess  their  lending  practices  and  ensure  nondiscriminatory 
treatment  of  loan  applicants.   Currently,  it  is  a  violation  of 
Regulation  B  for  a  lending  institution  to  collect  such 
information.   Race  and  gender  data  might  also  be  useful 
information  for  examiners  as  part  of  their  fair  lending 
examinations. 
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Data  Collection  Contemplated  under  CRA  Proposal  and  H.R.  918 
Applies  only  to  Commercial  Banks  and  Thrifts 

A  second  issue  is  whether  it  makes  sense  to  limit  the 
requirement  to  collect  race  and  gender  information  on  small 
business  and  farm  loans  to  only  large  insured  depository 
institutions  (other  than  credit  unions,  which  are  not  covered  by 
the  CRA) .   The  primary  purpose  of  collecting  race  and  gender 
information  is  to  help  examiners  and  creditors  identify  possible 
discriminatory  treatment  of  loan  applicants  in  violation  of  the 
ECOA.   In  a  CRA  context,  the  agencies  must  evaluate  whether 
credit  is  being  made  available  within  a  community  on  a 
nondiscriminatory  basis;  conclusions  reached  about  compliance 
with  the  fair  lending  laws  is  a  key  determinant  in  making  that 
evaluation.   To  the  extent  that  the  primary  purpose  of  collecting 
the  data  is  for  fair  lending  analysis,  however,  it  would  appear 
to  make  sense  to  consider  whether  all  creditors  covered  by  the 
fair  lending  laws  should  be  permitted  (or  required)  to  collect 
the  information,  not  just  those  large  institutions  subject  to 
CRA.  It  appears  anomalous  that  the  Federal  Government,  in  an 
attempt  to  discourage  discrimination,  would  require  one  set  of 
lending  institutions  to  collect  these  data,  but  prohibit  other 
lending  institutions  from  collecting  identical  information. 
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Need  to  Ensure  that  Data  Collected  is  used  to  Meet 
Objectives  of  Ensuring  Small  Business  and  Farm  Lending  is 
offered  on  a  Nondiscriminatory  Basis 

Third,  we  need  to  consider  what  information  should  be 
collected,  how  it  should  be  used  and  to  what  extent  it  should  be 
reported  to  the  government  and  the  public.   We  need  to  be 
concerned  with  the  risk  that  the  data  collected  will  not  be 
sufficiently  comprehensive  to  indicate  whether  or  not 
discrimination  has  occured.   Unfortunately,  most  of  our 
information  regarding  shortages  of  small  business  credit  in 
general,  and  credit  to  minorities  and  female  owners,  in 
particular,  is  anecdotal.   There  has  been  very  little 
comprehensive  analysis  of  small  business  and  farm  lending  by 
banks  and  thrifts  that  identifies  specific  problems.   We, 
therefore,  do  not  know  the  extent  of  the  problem  we  are  seeking 
to  correct. 

Our  experience  with  HMDA  data  and  the  popular  misperceptions 
engendered  by  those  data  support  the  importance  that  the  data  be 
properly  analyzed.   Due  to  the  sensitive  nature  of  race  and 
gender  information,  and  the  need  to  protect  the  privacy  of  small 
business  and  small  farm  borrowers,  we  need  to  explore  the  public 
policy  costs  and  benefits  of  releasing  these  data  to  the  public. 
If  the  data  are  released  to  the  public,  we  should  also  give 
consideration  to  providing  the  reporters  with  a  period  of  time  to 
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review  and  refine  their  submissions,  prior  to  any  public  release, 
to  ensure  completeness  and  accuracy.   It  is  likely  that  the  data 
submitted  for  the  initial  cycles  of  this  collection  effort  may  be 
fraught  with  errors  and  omissions;  erroneous  data  will  yield 
faulty  analysis  and  questionable  conclusions.   We  also  need  to  be 
careful  not  to  discourage  financial  institutions  from  pursuing 
aggressive  outreach  and  lending  campaigns,  which  frequently 
attract  an  increased  number  of  unqualified  applicants  whose 
eventual  denials  cause  skewed  lending  patterns.   We  need  to  avoid 
having  HMDA-like  disclosure  of  rejection  rates  and  the  resulting 
public  scrutiny  of  them  cause  some  institutions  to  abandon 
innovative  strategies  for  marketing  to  small  businesses. 

CONCLUSIONS 

As  we  revise  the  approach  taken  under  Regulation  B,  I 
believe  it  is  important  that  we  remain  consistent  with  the  intent 
of  the  Congress  in  passing  ECOA.   We  are,  therefore,  very 
interested  in  your  views  on  these  issues  and  look  forward  to  the 
public  comments  we  will  receive  on  this  aspect  of  our  revised  CRA 
proposal. 

In  particular,  we  are  interested  in  your  views  on  whether 
the  recent  CRA  proposal  and  the  requirements  of  H.R.  918  are 
consistent  with  the  intent  and  proscriptions  of  the  ECOA,  and 
whether  public  policy  would  be  better  served  by  amending  the  ECOA 
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to  permit  collection  of  race  and  gender  data  by  all  small 
business  lenders,  not  just  banks  and  thrifts  subject  to  the 
FDICIA  reporting  requirements. 

We  at  OTS  are  strong  supporters  of  efforts  to  increase 
credit  availability.   Our  involvement  with  the  Administration's 
Credit  Availability  Program  and  the  efforts  we  are  pursuing 
unilaterally  are  indicators  of  our  support.   We  are  committed  to 
ensuring  that  credit  reaches  underserved  areas,  low-  and 
moderate-income  borrowers,  and  small  businesses,  and  that  fair 
lending  is  practiced  by  the  thrift  industry. 

At  the  same  time,  our  efforts  to  stimulate  the  availability 
of  credit  to  small  business  need  to  dovetail  with  the  nature  of 
the  thrift  industry  and  its  emphasis  on  housing-related  credit. 
As  I  indicated,  thrifts  are  not  significant  providers  of  small 
business  credit  in  this  country  and  are  subject  to  statutory 
constraints  and  limitations  designed  to  ensure  that  they  focus 
their  energies  on  housing  finance. 

The  data  collection  issues  that  we  raised  today  in  the 
context  of  our  CRA  proposal  as  well  as  H.R.  918  are  significant. 
We  look  forward  to  working  with  the  Congress  on  these  issues  in 
the  coming  months  as  we  pursue  our  CRA  reform  effort. 

########## 
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iNTRC»ucnav 

Mr.  Chairman  and  members  of  the  Subcommittee,  thank  you  for  providing  me  this 
opportunity  to  discuss  with  you  the  availabiUty  of  credit  to  small  businesses,  particularly 
minority-owned  small  businesses. 

Recognizing  the  vital  role  small  businesses  play  in  the  U.  S.  economy,  the  Office  of 
the  Comptroller  of  the  Currency  (OCC)  has  implemented  regulatory  changes  to  improve  the 
access  to  credit  of  small-  and  medium-sized  businesses  and  farms.   Specifically,  in 
conjunction  with  the  Federal  Deposit  Insurance  Corporation  (FDIC),  the  Federal  Reserve 
Board  (FEB)  and  the  Office  of  Thrift  Supervision  (OTS),  the  OCC  has  implemented  a  series 
of  initiatives  to  reduce  required  loan  documentation  on  small  business  loans  and  to  simplify 
appraisal  standards  for  certain  small  business  borrowers. 

In  addition,  proposed  revisions  to  the  Community  Reinvestment  Act  (CRA),  developed 
jointly  with  the  FDIC,  FRB,  and  OTS,  would  formally  recognize  the  importance  of  small 
business  and  farm  lending  in  the  CRA  programs  of  some  banks.  Under  the  proposal,  vMch 
was  publicly  released  on  September  26  and  will  be  published  in  the  Federal  Register  on 
October  7,  examines,  where  appropnaie,  would  include  the  geogr^iiic  distributiai  of  a 
bank's  small  business  loans,  the  distribution  of  small  business  loans  by  loan  size,  and  the 
distribution  of  small  business  loans  by  business  size  in  assessments  of  a  bank's  lending 
performance. 
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As  we  strive  in  these  ways  to  improve  the  access  to  credit  of  small  businesses,  we  are 
particularly  sensitive  to  our  obligation  to  ensure  their  fair  and  equitable  access  to  credit, 
regardless  of  the  race  or  gender  of  the  borrower.   However,  a  longstanding  prohibition  against 
the  collection  of  race  and  gender  data  on  small  business  loans  has,  to  date,  made  it  difficult  to 
monitor  compliance  with  fair  lending  laws  with  respect  to  business  lending.   The  joint  agency 
proposal  to  revise  the  CRA  would  require  larger  banks  and  thrifts  to  begin  to  collect  those 
data  —  wWch  would  facilitate  lenders'  own  efforts  at  self-monitoring  and  improve  regulators' 
ability  to  detect  evidence  of  discrimination  or  other  illegal  credit  practices  —  a  longstanding 
CRA  assessment  factor.  In  this  regard,  the  proposed  regulation  would  accomplish  many  of 
the  objectives  of  H.R,  918,  the  Small  Business  Lending  Disclosure  Act. 

The  remainder  of  my  statement  discusses  these  issues  in  greater  detail.   Specifically, 
I  will  first  discuss  the  credit  availability  initiatives.   Second,  I  will  describe  the  proposed 
revision  to  the  CRA  regulation  pertaining  to  small  business  lending,  including  new  data 
reporting  that  would  be  required  by  the  joint  proposal.   Finally,  I  will  explain  how  those  data 
would  be  used  to  enhance  the  agencies'  ability  to  conduct  CRA  examinations. 
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CREDIT  AVAILABIUTY  FX3R  SMALL  BUSINESSES 

Small  businesses  play  a  critical  role  in  the  U.S.  economy.  They  are  a  primary 
contributor  to  growth  in  jobs  and  productivity,  and  are  an  important  source  of  competition 
and  innovation.   Unlike  large,  publicly-traded  corporations,  which  caa  and  increasingly  have, 
turned  to  other  sources  of  financing,  small  businesses  depend  heavily  on  bank  loans  to  obtain 
operating  capital  and  financing  for  expansion.   Bank  loans  also  play  an  important  role  in 
financing  new  small  businesses,  a  key  ingredient  in  the  revitali22tion  of  economically 
distressed  communities.   Consequently,  when  credit  dries  up  as  it  did  a  few  years  ago,  small 
firms  probably  are  hurt  more  than  large  firms.   That  conclusion  is  supported  by  industry 
surveys.' 

Small  businesses  can  have  difificulty  getting  credit  for  many  reasons.   Unlike  large 
publicly  traded  firms,  small  businesses  typically  do  not  have  audited  financial  statements,  and 
their  income  streams  can  be  less  predictable  than  those  of  larger,  more  economically  and 


'   While  some  of  the  following  surveys  were  based  on  limited  samples  and  on  methodologies  that  were  not 
fully  disclosed,  they  provide  some  anecdotal  evidence  that  small  businesses  were  particularly  aflfected  by  limited 
credit  availability. 

o  Sixty  percent  of  respondents  to  the  January  1993  Federal  Reserve  Senior  Loan  Officer  Opinion  Survey 

believed  that  banking  legislation  and  regulation  had  a  disproportionate  effect  on  lending  to  small 
business. 

o  A  I>ecember  1992  paper  published  by  the  National  Federation  of  Independent  Business  found  a 

concentration  of  credit  availability  problems  in  larger  small  firms  (4(H-  employees),  where  owners 
borrow  relatively  large  amounts  frequently,  as  opposed  to  smaller  firms  (less  than  10  employees),  which 
demand  less  credit 

o  A  July  1992  study  by  Arthur  Anderson  and  National  Small  Business  United  found  that  nearly  half  of  all 

small  business  owners  tried  to  get  bank  loans  in  the  past  year,  and  nearly  one  in  every  four  applicants 
was  turned  down. 
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geographically  diverse  organizations.   This  can  make  it  more  costly  for  them  to  supply  the 
financial  data  required  by  banks  to  underwrite  loans.   Small  businesses  are  also  less  likely 
than  large  vertically  or  horizontally  integrated  firms  to  have  many  assets  that  can  be  pledged 
as  loan  collateral.   Looked  at  from  a  different  perspective,  small  loans  may  generate  for 
lenders  smaller  profits,  in  dollar  terms,  to  offset  a  relatively  higher  cost  of  loan 
administration. 

In  an  effort  to  eliminate  regulatory  inpediments  to  small  business  lending,  the  four 
bank  and  thrift  regulatory  agencies  announced,  in  March  1993,  a  program  of  eleven  specific 
regulatory  and  administrative  policy  changes  directed  at  increasing  the  flow  of  credit  to  sound 
borrowers— with  particular  emphasis  on  small  and  medium-sized  businesses.   Two  of  these 
eleven  initiatives  warrant  special  mention.   First,  well-  or  adequately-  capitalized  banks  with  a 
CAMEL  rating  of  1  or  2  (or  a  3  with  prior  OCC  approval)  were  permitted  to  put  small  and 
medium-sized  business  credits  into  a  loan  "basket".  As  long  as  those  credits  perform 
adequately,  they  are  exempted  from  examiner  criticism.  Thus,  a  lender  can  be  assured  that 
sound  loans,  even  if  they  do  not  fit  a  specified  set  of  criteria  -  as  many  small  business  loans 
don't  -  can  be  made  without  second-guessing  by  examiners. 

Second,  small  business  lending  should  be  facilitated  by  imposition  of  less  stringent 
real  estate  appraisal  standards.  Because  small  businesses  often  have  few  tangible  assets,  their 
owners  frequently  secure  loans  with  mortgages  on  their  places  of  businesses  or  their  homes, 
even  though  the  source  of  repayment  for  the  loan  is  the  cash  flow  from  the  business  itself 
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The  banking  and  thrift  agencies  changed  their  appraisal  rules  by  increasing  from  $100,000  to 
$250,000  the  tJireshoid  loan  size  below  which  appraisals  are  not  required;  expanding  existing 
exemptions  to  the  appraisal  requirements;  and  identifying  additional  circumstances, 
particularly  for  small  business  lending,  in  which  appraisals  are  not  required.  The  historical 
performance  of  real  estate  loans  of  under  $250,000  suggests  these  changes  will  make  it  easier 
for  small  and  medium-sized  businesses  to  obtain  credit  but  will  not  compromise  safety  and 
soundness. 

A  healthy  economy  and  the  improved  fmancial  condition  of  banks  in  particular 
contributed  to  a  general  easing  of  credit  terms  and  an  increase  in  loan  demand.  But  we 
believe  that  our  initiatives  also  played  a  role  in  the  resurgence  in  small  business  lending. 
I  am  pleased  to  report  that  the  credit  environment  has  greatly  improved  for  all  businesses 
during  the  last  18  months.   The  trends  in  bank  asset  and  loan  growth  during  that  time  have 
been  positive.  For  example,  since  the  beginning  of  1993,  national  bank  assets  have  grown  at 
an  average  annual  rate  of  3.4  percent  (after  adjusting  for  accounting  changes),  compared  to  an 
average  annual  growth  rate  of  just  0.5  percent  over  the  preceding  three  years.  Even  more 
encouraging,  the  outstanding  loan  amounts  of  all  three  major  types  of  loans— commercial  and 
industrial,  real  estate,  and  consumer-increased  over  the  last  18  mcmths.  The  volume  of  small 
businesses  loans  has  also  increased  because  banks'  share  of  small  business  loans  as  a 
percentage  of  total  loans  has  remained  constant  as  the  level  of  total  outstanding  loans  has 
risai. 
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EXKITNG  DATA  OOIiECnaV  ON  SMAll.  BUSINESS  LEIVDEVG 

I  will  now  turn  to  discussing  what  the  banking  regulators  have  done  to  measure  more 
closely  banks'  role  in  providing  credit  to  small  businesses  and  how  our  ability  to  assess  the 
lending  climate  mi^t  be  improved  by  the  proposed  data  collection  revisions  to  CRA. 

Section  122  of  the  Federal  Deposit  Insurance  Corporation  Improvement  Act  of  1991 
requires  the  federal  banking  and  thrift  agencies  to  collect  from  insured  depository  institutions 
annual  data  on  small  business  and  small  farm  lending.  To  implement  Section  122,  the 
agencies  began  last  year  to  collect  data  on  business  loans  of  less  than  $1,000,000  and  farm 
loans  of  under  $500,000.  The  data  are  now  collected  once  a  year  in  the  June  submission  of 
banks'  Quarterly  Reports  of  Income  and  Condition  (Call  Reports). 

When  the  banking  agencies  developed  those  reporting  requirements  for  small  business 
and  small  farm  loans,  we  believed  that  the  cost  to  lending  institutions  of  developing  loan  data 
files  on  borrower  size  based  on  the  borrower's  assets,  sales,  number  of  employees,  or  other 
characteristic  would  be  substantial.  Therefore,  rather  than  use  borrower  size,  we  established 
an  alternative  measure  of  size  based  on  the  original  amount  of  a  loan,  loan  commitment,  or 
oedit  &cility.  This  alternative  inposes  far  less  reporting  burden  and  acts  as  a  reasonable 
proxy  for  small  business  and  small  farm  loans.^ 


^      This  conclusion  was  supported  by  information  from  the  1989  National  Survey  of  Small  Business 
f'inances  that  indicated  a  strong  correlation  between  loan  size  and  business  size.  The  FFIEC  thus  concluded  that 
data  on  business  and  fami  loans  by  size  of  credit  arrangement  would  strike  a  balance  between  the  agencies'  need 
for  information  under  Section  122  of  FDICLA  and  the  cost  and  reporting  burden  imposed  on  all  insured 
depository  institutions. 
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Data  reported  with  the  June  1994  Call  Reports  show  that  banks  make  a  sizable  number 
of  small  business  and  farm  loans.   By  dollar  volume,  these  loans  accounted  for 
35  percent  of  all  business  loans  and  81  percent  of  all  farm  loans  made  by  domestic  offices  of 
commercial  banks.   Small  banks,  which  hold  only  26  percent  of  total  bank  assets,  play  a 
disproportionately  large  role  in  making  small  business  loans,  accounting  for  47  percent  of  all 
small  business  loans. 

PROPOSED  ENHANCED  DATA  COLLECTION  ON  SMALL  BUSINESS  LENDING 

I  would  now  like  to  discuss  the  interagency  efforts  in  revising  small  business  data 
requirements  of  CRA.    At  the  outset,  let  me  make  clear  that  I  believe  that  additional  data 
collection  would  enhance  our  ability  to  judge  how  well  lenders  help  meet  credit  needs  in  their 
communities.    However,  let  me  also  note  that  I  realize  that  increased  data  disclosure  would 
pose  a  cost  to  the  industry.    Thus,  before  considering  any  new  reporting  requirements,  we 
must  carefully  balance  costs  and  benefits.   We  must  also  keep  in  mind  that  banks  must 
compete  with  other  types  of  lenders  in  supplying  small  business  credit;  thus,  excessive 
requirements  on  banks  could  be  counterproductive  if  they  damage  banks'  competitive  position 
vis-a-vis  non-bank  credit  providers. 

The  CRA  encourages  banks  and  thrifts  to  help  meet  the  credit  needs  of  their  entire 
communities,  including  low-  and  moderate-income  neighborhoods.    Unfortunately,  despite  its 
many  successes,  CRA  enforcement  has  too  often  emphasized  documentation  and  paperwork 
rather  than  actual  lending.   Consequently,  in  response  to  a  chorus  of  criticisms  by  both 
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bankers  and  community-based  organizations,  the  federal  banking  and  thrift  agencies  are 
proposing  to  change  their  approach  to  implementing  the  CRA  to  emphasize  results,  not 
process.    The  collection  of  additional  data  on  small  business  loans  is  but  one  part  of  this 
broader  initiative. 

Since  the  CRA  encourages  banks  and  thrifts  to  help  meet  credit  needs  of  their  entire 
communities,  evidence  of  illegal  discrimination  suggests  a  failure  to  serve  at  least  some 
portion  of  the  community.    Such  evidence,  understandably,  adversely  affects  an  instimtion's 
overall  CRA  rating.     Since  the  enactment  of  the  CRA  in  1977  and  the  development  of  its 
implementing  regulations  in  1978,  evidence  of  discrimination  or  other  illegal  credit  practices 
has  been  a  critical  factor  taken  into  account  as  part  of  a  CRA  examination. 

In  order  to  determine  whether  there  is  any  evidence  of  discrimination,  the  federal 
bank  and  thrift  regulatory  agencies  have  routinely  conducted  fair  lending  examinations 
concurrent  with,  or  immediately  preceding,  CRA  exam.inations.   If  the  fair  lending  review 
reveals  evidence  of  discrimination,  the  agencies  consider  the  nature  and  extent  of  the 
evidence,  the  policies  and  procedures  that  the  bank  or  thrift  has  in  place  to  prevent 
discriminatoiy  or  other  illegal  credit  practices,  any  corrective  action  that  the  lender  has  taken 
or  has  committed  to  take,  particularly  voluntary  corrective  action  resulting  from  self- 
assessment,  and  other  relevant  information,  such  as  the  institution's  past  fair  lending 
performance,  in  determining  the  effect  of  the  discrimination  on  the  institution's  overall  CRA 
rating. 
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To  date,  however,  except  for  home  mortgage  and  home  improvement  loans,  banks 
and  thrifts  have  been  prohibited  from  collecting  race  and  gender  data  in  conjunction  with  loan 
applications.    As  a  result,  critical  data  have  not  been  available  for  lenders  to  use  in 
conducting  self  assessments  or  for  examiners  to  use  in  fair  lending  reviews.    While  that 
prohibition  was  undoubtedly  intended  to  discourage  illegal  use  of  race  and  gender  information 
in  the  disposition  of  loan  applications,  its  effect  has  been  to  compromise  the  information 
needed  by  lenders  to  conduct  effective  self  assessments  of  fair  lending  compliance,  and  by 
examiners  to  conduct  periodic  fair  lending  examinations. 

The  requirement  to  collect  race  and  gender  data  on  small  business  and  small  farm 
loans  in  the  joint  proposed  CRA  regulations  represents  an  effort  to  enhance  the  opportunities 
for  lenders  to  conduct  internal  fair  lending  reviews  and  to  improve  the  effectiveness  of 
regulatory  fair  lending  examinations.    The  proposed  data  reporting,  particularly  if  the  data 
are  collected  in  conjunction  with  applications,  would  permit  the  kind  of  comparative  file 
analysis  now  possible  only  on  home  mortgage  and  home  improvement  loans.   It  would  also 
enable  bankers,  regulators,  and  the  public  to  have  a  clearer  picture  than  now  exists  of  where, 
and  to  whom,  credit  is  being  provided. 

The  joint  agency  CRA  proposal  which  is  being  published  this  week  would  require 
larger  banks  and  thrifts  to  collect  and  report  data  on  a  loan-by-loan  basis  for  all  loans 
included  in  the  aggregate  small  business  and  small  farm  loan  figures  on  the  bank's  Call 
Report,  which  includes  business  loans  with  original  amounts  under  $1  million  and  farm  loans 
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with  original  amounts  under  $500,000.    These  data  would  include  the  outstanding  balance  as 
of  December  31  of  each  year,  the  location  of  the  business  or  farm  or  the  location  where  the 
loan  proceeds  would  be  applied  (as  indicated  by  the  borrower),  an  indication  of  whether  the 
borrower  has  annual  revenues  of  $1  million  or  less,  and  an  indication  of  whether  the  business 
(if  not  publicly  traded)  is  more  than  50  percent  owned  by  one  or  more  minority  individuals  or 
by  one  or  more  women.    The  loan  register  information  would  be  required  to  be  submitted  at 
the  same  time  and  in  accordance  with  the  provisions  for  submitting  HMDA  data  as  provided 
in  12  CFR  Pat  203  (Regulation  C).    In  addition,  the  revised  proposal  would  change  the  date 
on  which  Call  Report  data  on  small  business  and  small  farms  loans  would  be  required  to  be 
submitted  from  June  30  to  December  3 1  of  each  year  to  coincide  with  the  calendar  year 
reporting  requirements  of  HMDA. 

The  revised  proposal,  while  providing  the  agencies  with  critical  information,  would 
protect  the  privacy  of  individual  borrowers.    The  institution  would  retain,  but  not  report  or 
disclose,  the  information  on  applicants  who  did  not  receive  a  loan.    We  would  not  require  an 
institution  to  put  the  detailed  small  business  or  small  farm  loan  registers  containing 
information  on  individual  applicants  in  its  public  file.     Specifically,  under  the  revised 
proposal,  aggregated  loan  data  for  small  business  and  small  fann  loans  would  be  placed  in 
the  public  file.   Those  data  would  include:    (1)  the  number  and  amount  of  loans  in  low-, 
moderate-,  middle-,  and  upper-income  geographies;  (2)  a  list  of  the  geographies  in  which  an 
instimtion  made  at  least  one  loan;  (3)  the  number  and  amount  of  loans  inside  and  outside  the 
institution's  service  area;  (4)  the  number  and  amount  of  loans  to  minority-  and  women-owned 


10 


203 


businesses;  and  (5)  the  number  and  amount  of  loans  to  businesses  and  farms  with  annual 
revenues  of  $1  million  or  less.    Loan  registers  would  be  available  to  agency  examiners  to 
confirm  the  accuracy  of  the  aggregated  data  but  banks  and  thrifts  would  not  submit  those  data 
to  the  agencies  and  the  agencies  do  not  intend  to  make  individual  loan  information  available 
to  the  public. 

CONCLUSION 

The  OCC  is  committed  to  ensuring  the  flow  of  credit  to  small  businesses  and  other 
borrowers,  while  maintaining  a  safe  and  sound  banking  system.   The  OCC,  along  with  the 
other  Federal  regulatory  agencies  implemented  the  multi-faceted  Credit  Availability  Program 
last  year  to  address  concerns  that  regulatory  policies  and  practices  may  have  been 
inappropriately  limiting  the  willingness  of  banks  to  lend  to  creditworthy  small  businesses. 

Along  with  the  Federal  Reserve,  the  FDIC,  and  the  OTS,  the  OCC  proposed  for 
comment  revision  to  the  regulations  implementing  the  Community  Reinvestment  Act.    That 
proposal  would  require  banks  to  report  information  that  would  improve  the  ability  of  the 
regulators  to  assess  an  institution's  fair  lending  record  which  is  an  important  element  of  its 
CRA  perfonnance.   I  believe  that,  as  proposed,   the  revised  regulati(Mi  would  achieve  most  of 
the  objectives  sought  by  H.R.  918,  the  Small  Business  Lending  Disclosures  Act,  and  the 
OCC  looks  forward  to  public  comments  on  the  proposal  as  we,  and  the  other  regulators  of 
insured  depositories,  develop  final  revisions  to  the  CRA  regulation. 

This  concludes  my  formal  testimony.    I  will  be  glad  to  answer  any  questions. 
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Mr.  Stephen  L.  Neal,  Chairman 
U.S.  House  of  Representatives 
Subcommittee  on  Financial  Institutions 

Mr.  Chairman: 

My  name  is  Toni  Hawkins,  and  I  am  the  Executive  Director  with  the  National  Black 
Business  Council  (The  Council). 

The  Council  is  most  happy  to  have  been  invited  to  address  this  Subcommittee  hearing  on 
H.R.  918,  the  bill  to  amend  the  Federal  Deposit  Insurance  Corporation  Improvement  Act 
of  1991.  It  is  the  Council's  position  to  urge  support  for  this  bill  which  will  provide  for 
greater  disclosure  of  lending  to  small  businesses. 

The  Council's  support  for  this  bill  is  based  on  just  a  few  very  important  factors 
surrounding  the  issues  involved  in  this  legislation. 

1.  The  National  Black  Business  Council,  which  has  its  headquarters  here  in  the 
Washington  metro  region,  is  dedicated  to  the  advancement  and  expansion  of  minority 
businesses  throughout  this  country.  The  Coimcil  is  most  specifically  concerned  on 
how  African-American  small  businesses  are  afforded  the  same  opportunities  to 
succeed  or  fail  as  other  groups  in  this  country. 

The  Council's  membership  is  spread  throughout  the  United  States,  with  affiliates  in 
New  York,  Chicago,  Dallas,  Atlanta,  Memphis,  Los  Angeles,  Philadelphia,  St.  Louis 
and  several  other  cities.  Membership  exceeds  3,000  and  is  comprised  of  small 
businesses,  some  corporations,  national  and  regional  business  organizations  and 
associations  and  independent  entrepreneurs. 

2.  The  Council  and  its  sister  organization,  the  Institute  for  the  National  Black 
Business  Council  (which  conducts  research,  sponsors  educational  forums  and 
seminars,  develops  training  curricula  and  publishes  its  findings),  have  found  through 
our  research  and  experience  there  are  at  least  four  key  elements  that  contribute  to  the 
success  of  small  businesses  and  start-up  businesses: 

a.  Transferable  experience  and  expertise  in  the  area  for  which  a  business  is  to  be 
started. 
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b.  Strong  Human  Resource  Management  capability  of  the  principal  entrepreneur 
or  top  management  of  the  new  business. 

c.  Development  and  Implementation  of  a  strong  Business  Plan. 

d.  Sufficient  capital  to  operate  the  business  through  its  initial  incubation  stages. 

In  survey  after  survey,  access  to  capital  is  the  number  one  problem  for  minority  and 
small  businesses.  Minority  and  start-up  businesses  have  historically  encountered 
monumental  obstacles  in  trying  to  access  capital  through  financial  institutions.. .both 
public  and  private.  This  fact  is  what  has  thwarted  more  minority  and  small 
businesses  from  being  successfiil. 

3.  Just  as  fair  lending  problems  exist  in  the  housing  industry  for  minorities,  business 
and  commercial  lending  for  minorities  appear  to  be  equally  discriminatory  and 
troublesome. 

In  fact,  the  issues  for  each  category  of  fair  lending  are  complementary  in  urban  cities 
and  minority  communities  in  that  the  lack  of  business/commercial  and  housing 
lending  in  these  areas  are  directly  related  to  the  ever  increasing  deterioration  of  large 
corrmiunities. 

The  Financial  industry  will  complain  this  legislation  is  only  more  paperwork  and 
burdensome  to  the  operation  of  business.  However,  legislation  and  the  enforcement 
of  same,  in  the  mortgage  lending  realm  has  "changed  the  landscape"  for  availability 
of  mortgage  lending  to  minorities  and  lower  income  individuals. 

4.  For  these  barriers  to  be  removed  it  is  mandatory  to  be  able  to  appropriately 
document  current  practices,  evaluate  those  findings  and  set  a  specific  corrective 
course  for  financial  institutions  to  deal  with  minority  and  start-up  businesses 
throughout  the  country. 

The  National  Black  Business  Council  recognizes  this  legislation  is  not  a  panacea. 
But  it  is  a  necessary  and  great  tool  in  bringing  about  change  that  will  eventually  have 
the  same  impact  on  availability  of  business  loans  that  mortgage  lending  is  evolving 
into  today. 

5.  It  is  the  Council's  finding  that  of  those  minority  small  businesses  seeking  financial 
assistance,  African-Americans  have  experienced  disproportionate  declinations. 

6.  It  is  clear  to  the  National  Black  Business  Council  th^.t  the  Federal  Reserve  Board 
will  not  voluntarily  move  forward  to  comply  with  the  intent  Congress  indicated  it 
desired  to  be  followed  in  1991  in  its  consideration  of  FDICIA. 
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And  thus,  it  is  equally  clear  H.R.  918  has  become  necessary  to  ensure  all  Americans 
have  equal  access  to  capital  being  loaned  by  financial  institutions  across  this  nation. 

At  a  time  when  the  leadership  of  America  is  saying  small  businesses  are  critical  to  the 
current  and  future  economic  viability  of  this  nation,  and  that  the  diversity  of  America  is 
what  makes  it  strong  globally,  decision-makers  should  recognize  the  integral  role 
legislation  such  as  H.R.  918  has  in  ensuring  our  nation's  strong  global  economic  status  for 
the  21st  Century.  The  NBBC  does. 

We  have  stated  that  the  status  quo  is  problematic  for  minority  and  small  businesses,  a  few 
examples  of  this  are: 

a.  In  Dallas,  a  new  business  was  able  to  obtain  a  written  commitment  to  contract  for 
$300,000  in  business  to  produce  decorative  kitchen  utensils.  The  female 
entrepreneur  needed  $35,000  to  pay  for  labor  to  make  the  products  in  the  time  frame 
needed.  She  was  told  she  had  no  track  record,  no  collateral  and  could  not  be 
extended  a  line  of  credit.  She  lost  the  opportunity  to  build  a  new  business. 

b.  A  West  coast  minority  printer  needed  a  loan  to  purchase  a  new  piece  of  printing 
equipment.  Two  large  corporations  were  prepared  to  give  him  three  year  contracts  to 
do  all  their  printing.  He  too  could  not  receive  a  loan  from  any  financial  institution, 
even  though  he  had  been  in  business  ten  years. 

c.  A  Gary.  Indiana  transportation  provider  needed  to  purchase  eight  new  vans  to 
provide  health  care  transportation  for  a  public  contract  worth  $3  million.  He  was 
denied  credit  to  obtain  the  vans,  but  another  majority  company  was  granted  a  loan  for 
the  same  purpose  even  though  the  majority  company  had  a  pending  bankruptcy 
record  with  an  affiliate  business.  The  transportation  provider  was  told  he  could  sub- 
contract for  $75,000  and  handle  the  toughest  transportation  routes  for  the  contract  he 
should  have  been  able  to  provide  in  total. 

d.  A  Los  Angeles  restauranteur  was  in  need  of  a  bridge  loan  to  pay  for  operational 
expenses  while  business  was  re-established  after  the  1992  Rodney  King  rioting.  No 
financial  institution  would  provide  a  loan.  The  SBA  and  local  government  programs 
took  five  months  to  commit  to  25%  of  what  was  needed  three  months  too  late.  The 
business  was  lost  and  the  owner  also  had  to  sell  her  home  to  pay  off  all  indebtedness. 

There  are  thousands  of  cases  similar  to  these  and  even  worse.  Congress  has  the  power, 
opportunity  and  responsibility  to  create  an  environment  that  makes  these  examples 
exceptions  and  not  the  rule.  We  reiterate  our  urging  of  the  members  of  this  subcommittee 
and  Congress  to  pass  this  legislation. 
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Good  Morning  Mr.  Chainnan  and  distinguished  Committee  members.  Thaiik  you  for  ihi."; 
opportunity  to  address  the  House  of  Representatives  -  Subcommittee  on  Financial  Institutions, 
Supervision,  Regulation  and  Deposit  Insurance.  The  issvie  of  credit  availability  to  minority- 
owned  small  businesses  is  of  critical  importance  to  the  African  American  Community  and  the 
Nation. 


Background 

In  order  for  economic  empoweriTient  to  be  achieved  in  the  United  States,  it  is  essential  that  all 
segments  of  our  society  be  provided  the  opportunity  to  participate  in  the  economic  mainstream. 
It  is  extremely  difficult  to  realize  any  long  term  economic  growth  and  stability  without  this  total 
participatory  process. 

A  substantial  portion  of  America's  human  capital  resides  in  the  minority  population  of  the 
country.  The  collective  efforts  of  all  sectors  are  vital  if  we  are  to  optimize  the  productivity  of 
our  Nation's  resources.  Mobilizing  the  strengths  of  all  Americans  is  essential  to  advancing  a 
program  of  substantial  economic  growth  and  vitality  in  our  Nation. 

The  consequence  of  not  providing  a  framework  for  all  economic  groups  to  participate  was 
highlighted  by  a  recent  Rqwrt  prepared  by  the  U.S.  Commission  of  Minority  Business 
Development.  The  Report  reflected  that  as  the  deficit  of  minority  entrepreneurs  continues  to 
grow,  it  produces  societal  problems  which  critically  and  negatively  affect  families  and 
neighborhoods.  Tlie  aftennath  of  the  riots  in  Los  Angeles  and  otlier  parts  of  this  great  Nation 
again  sounds  the  alarm.  In  most  urban  and  rural  areas  of  the  country,  small  and  minority  owned 
firms  are  the  prime  employers  of  other  minorities  living  within  those  communities. 

Today,  more  than  95  percent  of  new  jobs  are  created  by  small  businesses.  Minority  businesses 
are  predominantly  small  and  arc  hampered  in  their  ability  to  create  jobs  in  their  communities  due 
primarily  to  the  lack  of  procurement  opportunities  in  the  public  and  private  sectors,  and  access 
to  capital. 

The  issue  of  minority  business  access  to  capital  is  not  new.  In  1968,  President  Nixon,  referred 
to  the  problem  of  access  to  credit  when  he  issued  Executive  Order  1 1 62.5  establishing  The  Office 
Of  Minority  Business  Enterprise  (GMBH),  presently  referred  to  as  the  Minority  Business 
Development  Agency.  Each  subsequent  Administration,  has  identified  economic  development 
through  employment  and  minority  business  as  a  viable  approach  to  addressing  a  number  of  our 
Nation's  social  ills.  A  major  impediment  to  any  minority  economic  development  strategy  has 
been,  and  continues  to  be,  access  to  capital.  For  more  tlian  twenty-five  (25)  years,  our  Federal 
and  state  governments  have  sought  to  resolve  the  problem  of  credit  access  for  minority  citizens 
and  particularly  minority  businesses. 

There  has  been  a  great  deal  of  speculation  as  to  why  this  challenge  has  been  so  difficult  to 
address.  I  will  not  belabor  this  committee  at  this  time  with  all  of  the  theory  that  have  been  put 
forth.  I  would  prefer  to  use  the  brief  time  I've  been  allotted  today  to  focus  on  two  specific 
aspects  of  this  issue  that 

these  institutions  can  respond  to  immediately.  These  aspects  can  best  be  defined  as  the 
"perception"  and  the  "process". 
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Impact  of  Perception 

No  matter  what  legislative/ regulatory  guidelines,  or  banking  operating  procedures  are 
established,  banks  are  not  going  to  succeed  in  increasing  and  sustaining  minority  business  loan 
portfolios  until  they  recognize  that  the  people  who  iniplemeni  tliese  guidelines  have  to  perceive 
that  doing  business  with  minority  busine5s(cs)  is  not  only  a  nice  thing  to  do,  but  it  is  critical  to 
the  bank's  strategic  growth  plans.  Unfortunately,  While  managers  and  employees  have  been, 
and  are  continually,  programmed  lo  perceive  minority  business  loans  as  bad  business,  and/or  at 
a  minimum,  risky  and  less  desirable.  This  conditioning  is  a  of  function  internal  bank  policies 
(i.e.,  redlining),  and  the  inaccurate  portrayal  in  our  society  at  large  of  minorities,  in  particular 
African  Americans,  as  "violent,  less  intelligent,  and  lazy  human  beings  who  would  prefer  a  life 
of  handouts  and  criminal  activity  to  one  of  hard  work  and  perseverance". 

This  negative  perception  of  minorities  was  confirmed  in  1993  by  the  University  of  Chicago  in 
a  study  that  found  that  8  out  of  10  White  Americans  held  these  views.  It  would  be  easy  to 
attribute  such  misinformed  views  to  racism,  but  this  simply  is  not  the  case.  Wliite  Americans 
views  and  perceptions  of  minorities  are  gained,  for  the  most  part,  from  information  received  via 
the  media.  Unfortunately,  the  media's  emphasis  is  focused  on  those  minorities  who  do  not 
conform  to  the  norms  of  our  society.  Without  direct  evidence  to  the  contrary  or  an  awareness 
of  the  inaccuracy  of  these  portrayals  of  minority  and  African  Americans,  White  Atnericans  in 
our  banking  institutions  are  going  to  be  influenced  to  avoid,  discourage,  and  resist  doing 
business  with  what  is  perceived  as  a  risky  clientele.  Furthennore,  African  Americans  and  other 
minorities  who  have  recently  been  integrated  through  employment  into  diese  institutions,  arc 
leery  of  risking  career  mobility  and  job  security  by  directly  confronting  their  management  on 
this  issue. 

The  senior  management  within  our  banking  institutions  must  take  an  assertive  posture  in 
addressing  this  "problem  of  perception".  This  approach  must  go  beyond  policy  statement  and 
image  related  activities.  Licrcasing  the  bank's  minority  business  loan  portfolio  must  take  on 
strategic  importance  and  as  such  musl  l)e  accompanied  by  a  comprehensive  plajming  process 
which  integrates  these  desired  resuUs  into  the  institution's  overall  strategic  development  plan. 
Tlie  following  are  some  strategies  that  could  assist  interstate  banking  institutions  in  improving 
their  performance; 

1)  B«  a  Realist  -  No  institution  is  going  to  change  management's  collective 
perceptions  overnight.  However,  by  establishing  the  mission  and  evaluating  your 
internal  strengths  and  weaknesses,  a  plan  can  be  developed  to  address  identified 
deficiencies. 

2)  Get  to  Know  Your  Minority  Businesses  -  Senior  managers  within  each  operating 
region  must  make  an  assertive  effort  to  get  to  know  the  existing  and  potential 
minority  business  customers.   People  do  business  with  people  they  know! 

3)  Network  -  Encourage  key  operation.s  managers  to  establish  ongoing  relationships 
with  the  minority  business  community.  This  will  improve  the  bank's  internal 
assessment  of  the  market  and  the  potential  loan  applicants. 
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4)  Research,  Read  Minority  Publiutions  -  Most  White  Americans  know  very  little 
about  "people  of  color"  other  than  what  they  licar  or  read  in  the  so-called 
"mainstream  press".  Encourage  your  fiianagers  to  include  minority  publicalions 
in  their  periodical  reading.  This  will  go  a  long  way  to  changing  ijidividual 
manager's  perceptions. 

5)  Mentoring  -  Cross-ciilhiral  menloring  relationships  within  your  banking 
institution  will  allow  your  own  managers  and  employees  to  improve  the 
organization's  long-term  productivity,  while  changing  individuals'  perceptions  of 
others. 

6)  Once  Proven,  Give  Minority  Businesses  Larger  Loans  -  After  successful 
relationships  have  been  fostered  with  aiinority  businesses,  keep  abreast  of  their 
development  and  facilitate  additional  loans  and  lines  of  credit. 

7)  Don't  Put  All  Your  Eggs  In  One  Basket  -  Encourage  managers  to  cultivate 
business  relationships  with  several  types  of  minority  businesses. 

8)  Encourage  your  vendors  to  improve  their  utilization  of  your  minority  business 
customers. 

9)  Set  Goals  -  Be  specific.  Put  it  in  writing.  Bottom  line,  "without  goals,  the  job 
will  not  get  done" . 


The  Loan  Process 

The  second  focus  of  my  remarks  today  is  the  "the  loan  process".  Interstate  banking  centers  have 
established  a  loan  review  process  composed  of  the  following  elements:  regional  review 
committees,  industry  specialized  reviews,  and  division  of  clients  based  upon  potential  loan  dollar 
value.  No  one  would  argue  with  the  efficiencies  of  centralization  or  specialization;  however, 
local  branch  managers  are  important  sources  of  technical  banking  expertise  to  small  and  minority 
businesses.  The  substitution  of  the  "regional  loan  review  process"  in  lieu  of  the  local  branch 
loan  approval,  and  the  division  of  clients  into  categories  based  upon  potential  loan  dollaj  value, 
has  had  a  detrimental  irupact  on  the  local  branch  manager's  ability  to  develop  loan  review 
expertise.  Without  an  opportunity  to  develop  meaningful  loan  experience,  local  branch 
managers  cannot  effectively  .service  the  businesses  that  are  their  depositors.  In  addition,  as  I 
discussed  earlier,  the  more  removed  the  persons  making  lending  decisions  are  from  the  minority 
clients  being  served,  the  greater  the  potential  for  misperceptions  to  adversely  influence  loan 
approvals.  It  is  interesting  that  in  rural  areas  where  Interstate  banking  faces  the  greatest 
competition  from  local-based  banking  operations,  a  number  of  tlicsc  institutions  have  modified 
their  emphasis  on  centraiizalion  to  incorporate  "Community  Banking".  Community  banking  is 
a  loan  marketing  strategy  that  empowers  the  local  branch  niaiiager  to  have  greater  input  and/or 
authority  in  the  loan  approval  process  Larger  regional  banks  must  not  sacrifice  the  quality  of 
service  to  the  small  and  minority  business  community  in  their  efforts  to  streamline  their  bank 
loan  management  processes.  A  number  of  die  large  regional  banking  centers  have  adopted 
"Total  Quality  Management '  (TQM)  as  an  approach  to  improved  banking  service.   The  primary 
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premise  of  TQM  is  that  Che  person  closest  to  the  point  of  impact  of  the  decision  should  have 
significant  voice  in  how  the  decision  is  being  made.  Clearly,  the  local  braiicii  manager 
represents  the  best  and  most  direct  interface  with  the  customer  being  served.  Some  strategies 
that  regional  banks  could  employ  in  empowering  local  branch  managers  inchide: 

Requiring  branch  managers  to  evaluate  and  recommend  decisions  regarding  loan 
requests  originating  in  their  branches; 

Rotating  assignments  for  branch  managers'  participation  in  the  regional  loan 
evaluation  process; 

Including  in  the  performance  evaluation  criteria  requirements  for  developing 
ongoing  relationslilps  with  current  and\or  potential  loan  recipients; 

Establishing  incentive  compensation  factors  to  include  the  development  and 
fostering  of  minority  and  small  business  loan  portfolios;  and 

Developing  and\or  including  in  existing  bank-wide  rating  systems  evaluation 
criteria  measuring  success  in  the  development  of  small  business  loan  portfolios. 


New  Directions 

As  Interstate  Banking  Centers  strive  to  respond  to  changes  in  their  commercial  markets, 
particular  attention  should  be  given  to  the  immergence  of  innovative  minority  firms  in  industries 
such  as  telecommunication,  international  trade,  and  health  care.  Each  offers  lucrative 
opportunities  for  growth  and  development  for  minority  businesses.  However,  in  order  for  this 
potential  to  be  realized,  it  will  require  readily  available  capital  at  competitive  market  rates. 

In  addition,  because  of  their  unique  posture  in  tlie  markeiplacc  (in  that  they  service  the  needs 
of  various  size  clients  across  a  large  regional  area),  interstate  banks  are  in  the  position  to 
facilitate  teaming,  joint  ventures,  and  other  creative  solutions  to  present  and  future  commercial 
requirements.  It  is  in  this  area  that  these  banking  institutions  can  bring  a  value  add  to  the 
transaction  of  our  Nation's  commerce. 


Conclusion 

In  return  for  the  significant  marketing  opportunities  afforded  by  Interstate  banking,  it  i.s  only 
reasonable  to  require  that  these  large  Interstate  Banking  Centers  be  required  to  assertively 
implement  measures  to  address  factors  thai  adversely  impact  minority  business  access  to  capital. 

Regional  Banking  Centers  must  employ  loan  strategies  that  empower  these  managers  and  vest 
them  with  the  skills  and  expertise  to  meaningfully  serve  customers,  their  respective 
organizations,  and  our  Nation. 
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Chairman  Neal,  other  distinguished  members  of  the  Committee,  I  am  honored  to  appear 
before  you  today  to  discuss  the  efforts  undertaken  by  Crestar  Bank  in  an  attempt  to 
overcome  some  of  the  challenges  we  face  in  providing  financing  to  small  and  minority- 
owned  business  .  We  are  both  proud  and  excited  about  what  we  are  doing  in  this  area.  I 
am  Deric  A.  Mims,  Vice  President  and  Manager  of  the  Small  Business  Resource  Center 
of  Crestar  Bank.  I  have  over  16  years  of  banking  experience  with  particular  emphasis  on 
lending  to  small  business. 

Before  discussing  this  effort,  1  want  to  commend  your  leadership,  Mr.  Chairman,  and  that 
of  the  entire  Subcommittee  for  your  role  in  exploring  the  important  subject  of  small 
business  lending  to  minorities  and  whether  discrimination  is  a  factor.  I  particularly  want 
to  commend  Congressman  Wynn  for  his  efforts  to  bring  community  groups,  bankers  and 
others  together  in  order  to  put  more  dollars  into  "underserved"  communities. 

Today  the  small  business  market  is  the  beneficiary  of  the  banking  industry's  increasing 
awareness  of  their  attractiveness  as  customers.  Indeed,  the  competition  is  fierce  for  their 
business  relationships  as  many  banks  in  our  region,  like  Crestar,  are  committing 
resources  toward  serving  this  segment  of  the  market.  We  realize,  however,  that  lending 
in  this  segment  of  the  market  involves  different  risks,  some  of  which  may  be  more 
difficult  for  a  lender.  Typically  small  businesses  tend  to  lack  the  characteristics  and 
financial  strength  of  much  larger  firms.  These  firms  often  lack  sophisticated  computer 
systems,  accountants  and  attorneys  to  aid  them  in  the  day-to-day  operation  of  their 
business  and  sometimes  have  difficulty  providing  the  bank  with  financial  and  other 
information  it  needs  to  fully  evaluate  a  credit  request.  Many  of  the  applications  reviewed 
by  banks  are  from  start-ups  or  firms  with  less  than  five  years  of  operations.  According  to 
a  Dunn  &  Bradstreet  report  on  business  failures,  these  firms  experience  a  failure  rate  of 
40%,  often  as  a  result  of  such  factors  as  inexperienced  management,  lack  of  an  adequate 
capital  base  or  the  inability  to  achieve  and  sustain  profitability. 

Recognizing  the  challenges  that  small  businesses  have  historically  faced  in  their  efforts  to 
find  needed  financmg,  Crestar  Bank  responded  by  allocating  resources  towards  creating  a 
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separate  unit  within  the  Consumer  Bank  known  as  the  Small  Business  Loan  Center.  This 
unit  was  developed  to  address  the  financial  needs  of  businesses  having  sales  of  $2  million 
or  less,  including  start-ups  and  will  aid  us  in  providing  productive  ways  to  address  the 
challenges  they  encounter.  The  unit  consist  of  1)  experienced  small  business  loan 
underwriters  that  help  branch  managers  make  loans  to  small  businesses  and  2)  a  small 
business  resource  center  that  provides  free  one-on-one  counseling  as  well  as  a  business 
reference  library.  Comprehensive  seminars  and  workshops  covering  topics  of  interest  to 
small  business  owners  are  also  offered.  For  example.  Crestar  is  sponsoring  "Banking  of 
Success"  a  three  part  workshop  for  small  business  owners.  The  program  offers  focused 
and  high  level  technical  and  financial  management  training  over  a  three  week  period. 

To  meet  the  financing  needs  of  this  particular  market  segment  we  have  developed  a 
variety  of  loan  products  to  help  small  business  with  expansion  needs,  acquire  similar 
businesses,  finance  a  new  vehicle  or  equipment,  refinance  exisfing  debt,  buy  their 
commercial  facility  or  help  the  business  meet  seasonal  cash  flow  needs.  Two  unique 
products,  for  example, 

are:  a)  The  Crestar  Business  Line,  developed  to  meet  the  needs  of  smaller  borrowers. 
This  is  a  $5,000  -  $10,000  line  of  credit  that  can  be  used  to  cover  shortages  in  cash  flow 
or  to  provide  overdraft  protection.  This  is  a  three  year  commitment  and  can  be  accessed 
simply  by  writing  a  check.  We  have,  on  occasion,  extended  these  lines  in  smaller 
amounts  to  better  accommodate  individual  business  needs,  b)  The  second  is  the  "Low 
Doc"  loan  whereby  an  applicant  need  only  submit  an  application,  a  personal  financial 
statement,  and  the  last  annual  financial  statement  or  tax  return  for  the  business  in  order  to 
receive  ftinds  to  finance  a  vehicle. 

In  addition  to  developing  special  loan  products  for  small  business,  Crestar  has  made 
changes  in  the  way  requests  for  these  products  are  evaluated.  For  example,  as  in  the  past, 
derogatory  information  on  an  owners'  credit  report  may  have  meant  an  automatic  denial. 
We  now  attempt  to  gather  from  the  borrower  information  concerning  the  circumstances 
surrounding  the  rating.  Often  times  we  discover  that  the  explanation  is  quite  acceptable 
and  are  able  to  grant  the  loan  that  would  otherwise  not  been  granted.  We  have  also 
initiated  a  "Second  Tier"  or  "Second  Look"  policy  that  requires  all  loans  declined  in  the 
Business  Loan  Center  be  reviewed  by  the  manager  of  the  division  prior  to  informing  the 
borrower  of  the  decision. 

Our  experience  with  lending  to  small  businesses  revealed  also  that  many  potential 
borrowers  lack  the  understanding  of  what  is  needed  to  gain  access  to  the  capital  markets 
and  often  approach  banks  unprepared  for  the  credit  process.  When  the  bank  was  not  able 
to  approve  a  loan,  the  borrower  was  at  a  loss  as  to  where  to  turn  next. 
To  address  these  and  other  issues,  Crestar  created  the  Small  Business  Resource  Center 
(SBRC)  to  complement  to  the  Business  Loan  Center.  Our  logic  was  simply,  "Who  could 
better  show  a  small  business  how  to  borrow  money,  than  a  banker."  The  SBRC  provides 
free  one-on-one  counseling,  business  plan  development  assistance,  referrals  to  free  or  low 
cost  technical  assistance  sources  outside  of  the  Bank,  and  help  in  accessing  both  public 
and  private  funding  sources.  In  certain  cases  we  will  explore  the  extent  to  which 
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participation  in  a  credit  enhancement  program  or  alternative  financing  might  be 
warranted.  Such  programs  include  those  administered  by  the  SBA,  Maryland  Small 
Business  Development  Financing  Authority,  the  Virginia  Small  Business  Financing 
Authority  and  the  District  of  Columbia  Office  of  the  Assistant  City  Administrator  for 
Economic  Development  (formally  OBED). 

In  recent  years,  bariks  and  other  regulated  financial  institutions  have  explored  and 
established  a  number  of  collaborative  lending  pools  which  increase  capital  for  small 
business  lending,  and  at  the  same  time,  spread  risk  among  the  participants.  Crestar 
participates,  along  with  a  number  of  the  areas  banks,  in  the  following  small  business  loan 
fiinds: 

*  Neighborhood  Economic  Development  Corporation  (NEDCO)  -  A  District  of 
Columbia  based  organization  having  as  it's  mission  to  provide  equity  and  debt 

financing 

for  small  business  owners  in  the  District  of  Columbia.  Crestars'  investment  is 
$300,000  and  our  Executive  Vice  President  for  commercial  banking,  Fred  Brennan, 
serves  as  Chairman. 

*  Prince  George's  Inner  Beltway  Loan  Fund  -  (A  joint  effort  between  the  Prince  George's 
Banking  Community,  the  Prince  George's  County  Government,  and  the  Prince 

George's 

Financial  Services  Corp.)  Targets  small  businesses  with  25  or  less  employees  for 
financing  under  the  SBA  7-A  program.  Our  commitment  is  $500,000  over  a  two 
year  period.  The  head  of  our  Business  Loan  Center,  Jim  Shelton,  sits  on  the  Board  of 
Directors. 

*  Montgomery  County  Bankers'  Small  Business  Loan  Fund  -  A  consortium  of  local 
banks,  the  Fund  provides  credit  and  acts  as  a  technical  and  counseling  referral  resource, 
to  economically  disadvantaged  and/or  those  businesses  that  do  not  currently  qualify  for 
"traditional"  financial  institution  financing.  Crestar's  commitment  is  $425,000  over 
five  years.  I  serve  on  the  Board  of  Directors  of  the  Fund  on  behalf  of  the  Bank. 

Crestar  has  made  tremendous  progress  in  building  its  capacity  to  serve  the  credit  needs  of 
small  businesses  throughout  its'  market  area,  particularly  the  greater  Washington  region. 
As  a  result  of  the  undertakings  described  earlier,  in  the  first  two  quarters  of  1994  alone 
loan  volume  has  exceeded  1993  total  production  in  the  District  of  Columbia  and 
Maryland.  In  Washington,  small  business  loans  were  $10.7  million  for  the  first  two 
quarters  of  1994,  nearly  double  the  $5.5  million  during  the  entire  year  of  1993.  Of  those 
loans,  $5.7  million  or  53%  were  made  in  low  to  moderate  income  census  tracts.  Loans  of 
$30,000  or  less  constituted  60%  of  the  total  made.  In  Maryland,  1994  production  for  the 
first  two  quarters  was  $6.4  million  compared  to  $5.1  million  in  1993  with  $3.5  million  or 
55%  being  made  in  low  to  moderate  income  census  tracts  with  55%  of  those  loans  were 
$30,000  or  less.  In  Northern  Virginia,  1994  producfion  was  at  $15  million,  just  short  of 
the  1993  annual  production  of  $19  million  with  $718  thousand  or  4.8%  being  made  in 
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low  to  moderate  income  census  tracts  with  50%  of  those  loans  at  $30,000  or  less.  These 
figures  illustrate  a  significant  increase  in  credit  extensions  in  the  Greater  Washington 
marketplace  and  demonstrates  our  commitment  to  meeting  the  needs  of  the  small 
business  community. 

As  you  can  see,  Crestar  has  made  significant  inroads  into  overcoming  the  obstacles  to 
small  business  lending  through  our  creative  programs  and  our  small  business  resource 
center  as  mentioned  earlier. 

On  the  issue  of  increased  reporting  as  suggested  by  H.R.  918,  while  Crestar  believes  it  is 
well  intentioned,  there  are  some  concerns  over  the  usefulness  of  the  information  reported. 
We  of  the  opinion  that  disclosures  may  provide  policymakers  with  an  incomplete  picture 
of  the  lending  market,  leaving  them  with  suspect  data  upon  which  to  base  future  policy 
judgments.  The  facts  are  that  commercial  bank  lending  to  small  businesses  only  covers 
approximately  30%  of  start-up  lending,  and  between  40%  to  70%  of  the  market  for  short- 
term  and  long-term  capital.  Take  into  account  also  that  many  small  business  owners 
choose  to  finance  their  companies  with  home  equity  products  and  credit  cards,  neither  of 
which  will  be  included  in  the  reported  figures  on  small  business  loans.  Non-traditional 
lenders  including  finance  companies,  factors,  insurance  companies,  venture  capital  firms 
and  others  make  up  the  remainder  of  the  market,  yet  are  not  covered  by  the  disclosure 
provisions. 

Then  there  is  always  the  problem  of  cost.  Additional  reporting  in  this  area  may  add  to  the 
already  substantial  regulatory  burden  of  banks.  In  the  past  few  years,  studies  by  the 
Federp'  Financial  Institutions  Examination  Council  have  indicated  that  commercial  banks 
spend  between  $7  and  $17  billion  annually  complying  with  the  current  rules  and 
regulations.  The  FDICIA  required  small  business  disclosure  requirements  greatly  add  to 
these  compliance  costs,  forcing  banks  to  allocate  additional  funds  and  personnel  to 
compliance  issues.  The  additional  proposed  CRA  changes  only  add  to  that.  While  banks 
may  be  willing  to  bear  a  portion  of  this  added  cost,  1  am  concerned  that  at  some  point  it 
will  be  the  small  business  borrower  that  will  ultimately  bear  these  costs. 

One  other  point  of  note  -  supporters  of  increased  reporting  suggest  that  small  business 
loan  disclosure  would  work  just  like  HMDA  reporting  for  home  mortgage  loans. 
Business  loans  are  not  like  mortgage  loans.  Mortgage  lending  involves  the  financing  of  a 
tangible  asset,  a  house,  the  value  of  which  can  be  determined  with  reasonable  accuracy  by 
a  real  estate  appraisal.  The  creditworthiness  of  a  home  mortgage  borrower  is  relatively 
easy  to  judge  based  on  past  credit  history.  The  homogeneity  of  mortgage  lending  makes 
it  relatively  simple  to  design  a  standard  application  form  requesting  the  pertinent 
information. 

More  often  than  not,  small  businesses  have  no  tangible  collateral  and  if  they  do,  it  may  be 
equipment,  the  value  of  which  is  hard  to  determine  and  inventory  and/or  receivables,  the 
value  uf  which  varies  widely  over  time.  The  ability  of  a  small  business  to  repay  is  far 
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more  complicated  to  determine  particularly  tbr  new  businesses  that  have  no  earnings 
history. 

Crestar  foresees  many  disadvantages  to  increased  reporting  requirements.  For  small  and 
minority  owners,  these  requirements  will  cause  these  businesses  to  spend  more  time, 
effort  and  money  simply  to  ask  his  bank  for  a  loan. 

Mr.  Chairman,  once  again  I  thank  you  for  your  gracious  invitation  to  appear  before  you 
todav  on  these  issues.  It  is  my  hope  that  by  sharing  with  you  and  the  Sub-Committee  the 
pro-active  approach  that  Crestar  Bank  is  undertaking  in  addressing  capital  availability  to 
small,  minority  owned  businesses  I  have  demonstrated  that  there  is  movement  in  the 
industry  toward  a  common  goal,  that  of  removing  any  obstacles  that  these  firms  may  face. 

This  concludes  my  formal  remarks.  I  will  happy  to  respond  to  any  questions  that  you  or 
the  Committee  may  have  at  this  time. 
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My  name  Is  Wayne  Smith  and  I  have  the  pleasure  of  serving  as  the  Chairman 

of  the  Black  Urban  Alliance:  The  African  American  Chamber  of  Commerce  of 

New  Jersey.   Our  mission  is  the  development  of  African  American  owned  firms 

in  New  Jersey  especially  in  urban  communities.   Financing  for  these  firms 

becomes  an.  issue.   After  working  with  firms  both  successfully  ard 

unsuccessfully  to  obtain  financing  from  banks  our  organization  decided  to 

deploy  some  different  strategies  that  we  though:  would  help  our  success 

rate.   After  examining  The  Community  Reinvestment  Act,  we  developed 

an  alliance  with  New  Jersey  Citizen  Action  an  coalition  of  community 

organization  which  had  developed  a  good  track  record  deploying  CRA 

challenges  for  low  to  moderate  income  housing  monies.   Again,  we  have  had 

modest  success  with  this  approach.   Primarily  because  CRA  does  not  require 

minority  business  lending  many  banks  don't  feel  obligated  co  enter  into  an 

agreement  with  target  goals  for  minority  businesses.   Participating  in 

these  delicate  negotiations  with  banks  have  been  difficult  because  most 

banks  have  very  little  data  on  how  much  they  lend  to  minority  firms.   Our 

organization  would  like  to  go  on  record  supporting  H.R.  918  a  bill  sponsorec 

by  Congressman  Wynn  of  Maryland  which  would  amend,  The  Federal  Deposit 
Insurance  Act. 

We  believe  the  data  will  foster  a  look  at  what  banks  are  in  fact  lending 
tc  minority  owned  firms.   However,  we  believe  financial  institutions  can 
do  much  better.   Other  organizations  like  the  Monmouth  Ocean  Minority 
Investment  Corporation  also  a  New  Jersey  business  organization  designed 
to  help  finance  minority  firms  support  H.R.  918  as  you  will  see  in  the 
attachment  to  this  statement  along  with  other  supportive  information. 
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Discrimination  in  business  lending  is  much  mere  subtle  than  mortgage  lendin 
However  It  does  exit.   As  Hugh  P.  Price,  new  President  and  CEO  of  the 
National  Urban  League  reminded  us  that  racism  "still  a  well-documented 
undeniable  reality  in  employment,  housing  lending  and  the  like," 

Hudson  City  Saving  &  Loan  a  New  Jersey  Bank  refuses  to  agree  to  place 
minority  business  lending  in  a  Cotnmunicy  Reinvestment  agreement  which 
finals  negotiates  happen  today.   Their  rationale  is  that  minority 
business  lending  is  not  a  requirement  of  CRA.   I  relinquished  my  seat 
at  the  negotiating  table  with  this  to  testify  before  this  subcommittee. 

It  is  not  just  marginal  minority  businesses  that  experience  problems 
with  financial  institutions.   I  know  firms  who  are  on  the  Black 
Enterprise  Magazine  Ranking  Top  100  Black  owned  Businesses  in  United 
States  in  New  Jersey  who  still  have  difficulty  obtaining  financing. 
While  H.R.  918  won't  solve  all  the  problems  regarding  minority  business 
lending  but  it  is  an  important  step. 
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MONMOUIh   *ND  OCEAN  MINORII"*   INVESTMENl   CO»POB*TlON  INC 


September  26,  1994 

The  Honorable  Richard  Zimmer 
133  Franklin  Corner  Road 
Uwrenceville,  NJ  08648 

Dear  Mr  Zimmer- 

The  Monmouth  Ocean  Minority  Investment  Corporation  is  planning 
to  become  a  Special  Small  Business  Investment  Corporation  because 
minori^v  businesses  have  had  an  extremely  difficult  time  getting 
commercial  loani.  The  Community  Reinvestment  Act  has  not  been 
too  successful. 

We  are  requesting  that  you  vote  for  H.R.  918  an  amendment  to  the 
Federal  Deposit  Insurance  Corporation  Improvement  Act  of  1991  io 
provide  for  greater  disclosure  of  lending  to  small  businesses 

Hard  evidence  of  the  lending  practices  of  banks  to  small  businesses, 
the  backbone  of  businesses  in  the  United  States,  need  to  stand  the 
light  of  disclosure. 

VJe  strongly  urge  your  support  of  thii  bill 


Very  truly  yours 


TDTUVsc 

cc\     NJ  PanAfrican  Chamber  of  Commerce,  Red  Bank,  NJ 
<  Black  Urban  Alliance  Ne'.wark,  NJ 
Assemblyman  Thomas  S  Smith.  Asbury  Park,  NJ 
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Two  Banks  Set 
Pacts  to  Settle 
Bias  Charges 


By  Joi  davuwon 

Xlajf  R*poTtrr  of  Tkb  Wall  Rtkekt  Jvukmal 

WASHINGTON  -  Banks  In  South  Dk- 
kota  >nd  Mlulssippt  bmy*  aK^eed  to  Kttle 
Meral  cbfurga  that  they  dlscrlmlnatiNl 
againat  minoiltlei  wben  muAng  housing 
loan*. 

P1M  NaddUi  Bank  of  Vlcluimn;. 
Miu..  hu  agreed  to  an  SMO.OOO  letOemeot 
uf  chirvn  It  ilUalinlnBSfid  agalnat  black 
borrowen  2>y  ovtrcharflof  t)wm  on  Inter- 
eati  rates,  federal  officlais  <ald.  Of  that 
enxMint,  STSO.WO  goes  toward  compeDttt- 
(ng  about  170  African  Americans  who 
lIleKSdly  ware  charged  higher  r&tei  than 
whites  for  luuecured  taan*.  A  {50.000  fine 
vrVii  be  iMdd  to  the  sovemment. 

TUB  comptroUer  of  the  curreDcy,  Eu- 
gene Ludwig,  said  t&at  In  1992  First  Na- 
tional charged  97%  of  61  blacic  borrowera 
Intereit  rata  that  were  Uve  pwcentage 
polnti,  on  arera«:«.  hi(ber  than  whites. 

"Prom  a  statiitlcal  perspectlre,'*  he 
added.  "U  la  one  chance  In  a  million, 
Utertliy  one  dumce  In  a  million,  that  these 
itati^tlcB  can  b«  explained  othar  than 
dlIf«r«ntUUQn  !>y  rtce. " 

BUckplpe  SUia  Bask  in  MartlD.  S.O., 
wlU  let  as'.de  SlS.OOO  io  compenaate 
Tlcllms  nf  alleged  unfair  lending  pracUcas, 
JuiUce  Department  and  bank  ofttdala 
said.  Some  Native  Aowrlcani  will  hare 
their  Interest  rat^t  lowered.  U  the  ooinpen- 
satlon  doesn't  require  th«  full  tlJ&.OOO. 
then  at  much  u  SSO.OOO  will  be  paid  to  the 
government  u  i.  floe,  according  to  Paul 
Hancock.chlsf  of  the  housing  lectlon  in  the 
Justice  Departneot's  civil  rtgtiu  dtvlfloa. 
[n  November,  the  JuiU»  Department  filed 
suit.  aUaging  that  Blackpipe  refused  to 
mak<  kMms  on  Native  American  reMrva- 
tlooB  and  set  credit  require  menta  that 
didn't  apply  In  whites. 

No  bank  ofOcen  an  named  tn  the  fults. 
Mr.  Hancock  said  the  setUements  require 
the  banks  to  provide  mortgage  loans  with- 
out diacrlminatlon  and  call  on  them  to 
tralti  employees  not  to  dljcrtmlnate.  The 
banks  admitted  no  wrongdoing  and  had  no 
comment  on  the  charges. 

Mr.  Ludwig  and  Attorney  General  Ja- 
net Rano  planned  to  announce  the  setUe- 
men IS  today. 

When  Ma.  Reoo  announced  the  suit 
against  Blackptpe  in  November,  she  Mid: 
"In  many  casec  dltcrtmlnadoo  hai  be 
come  so  tnitltuUonallMd  and  subtle  that 
many  victims  don't  know  iww  lo  attack  it 
or  that  It's  evect  happening  to  U»em ...  al- 
though dlKrimloaUun  may  be  accepted  as 
commonplace  by  some,  it  U  lUegal  by 
ail." 
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